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That gift is a United States Savings Bond. 
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jHTER FoR BANKS LARGE AND SMALL — Here is something 
, something needed, for everyone responsible for the 
Ponagement and direction of banking activities. Here is 

) 


bnething new indeed, but time-tested, time-proved in 
bctvality. For Federal Banking Law Reports has stability 
Bnd ar 3 tehind it, stemming as it does from the 
priginal reporter in this highly-technical field, first pub- 
ished in 1914. Here is a swift, authoritative, and continuing 
porter on the thousdnd-ond-one federal laws controlling 
bonks and banking. 

OPE OF THE “REPORTS” — Spanning the whole work- 


— pdninistrative decisiotis, returns, forms, reports, instructions, 
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Federal Banking Law Reports 


\ 
+4 

concerning the important federal regulation and control of 

banks and banking. Pertinent full text provisions, forms, 


detailed explanations, editorial comments and suggestions 


. make clear exactly what to do, and how and when and why 


to do it in handling every day banking puzzlers under 
: . | 
federal banking regulation. t 
A 

ISSUED WEEKLY — Swift reporting of new deyelop- 

ments as they “break” is traditional with the “Reports” — 


the editorial aim is “always first with the latest”. } 


Write for Complete Details 


H6psm ING; 


{EART 


] : , TOMMERGE 
Pdoy world of statutes, regulations, rulings,..court oNd__mo personnes GP TCPICAE CRW REPORTS 


Cuicaco # New York ¢ WASHINGTON @ 
214 N. MicHIGAN Ave. Curing State Bile , Munsee 
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The boy got too hig 
for has lagh char 


In 1926 he made his business debut 
on an accountant’s high chair. 

Business was much simpler in those 
days—before the era of procurement 
difficulties ... inflated production and 
distribution costs .. . complicated tax 
schedules . . . complex labor relations. 

As management’s problems grew, 
the young accountant outgrew his high 
chair. Now a professional consultant 





to business, he gathers and analyzes 


significant data ou production, sales, 
purchasing, financing . . . provides 
management with a foundation of fresh 
facts on which policies may be based. 


McBee is not an accounting firm 
... but with products and methods 
evolved in 40 years ... aids accountants 
by making the facts available faster. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... Offices in principal cities 
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MISTAKE THE NAME! 


This thought strikes us occasionally — could our name 
Addressing Machine & Equipment Co. cause readers to 


relegate our services solely to mailing departments? 


Of course, we do know that many Accountants, Comp- 
trollers and Purchasing Agents rely on us for rebuilt 
accounting, bookkeeping, billing and calculating machines. 
Would you mark that up in your memory for the next time 


Systems are being considered. 


Our representative will work with you in suggesting the 
proper business machines — subject, of course, to your 
own advice. Now, no priority or Government approval is 
needed to obtain our rebuilt and reconditioned machines. 
All machines are guaranteed to look and operate like new 
and are serviced Free for one year. We invite you to call 


for the services of a Systems and Methods representative. 


greatly appreciated both by us and your professional colleagues. 


‘ P.S.—if you advise clients to sell surplus machines please tell us. It will be 
ADDRESSING MACHINE & EQUIPMENT CO. 


326-330 BROADWAY NEW YORK 7, N. Y. WOrth 2-5337 
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Brand New! 


ASSER’S 











BUSINESS TAX GUIDI: 
Helps You To Advise Or Conduct A Business 


— With Maximum Tax Savings! 


ERE’S a brand-new book which can be a tremendous help to 
you in advising or conducting a business “TAX-WISE” 
throughout the year. This valuable guide is a distillation 





of J. K. Lasser’s 25 years of experience in advising business people 
upon their handling of tax problems. It can help you to help others. 

In addition to answering questions about taxes for the business- 
man, small and large, this 200-page volume contains special check 
lists designed to stimulate new ideas regarding changes in present 
methods and additional steps necessary to increase profits after 
taxes—to place a business in the most advantageous position at 
the start of the tax year, and to keep it there. 










































SPECIAL OFFER—J.D. Bierman’s 
rT . ” 
How To Conduct Your Excess Profits Tax Handbook 
° 6 * 9? . D. BIERMAN has just completed a 
Business—“‘Tax- Wise 7: ed 
128 page up-to-the-minute revision By J. K. Lasser tho 
What to do before you start a of J. K. Lasser’s widely known guide, well-known tax authority hav 
business and author of YOUR IN- 
YOUR CORPORATION TAX, deal- In| 
How to select the best form for Ms : ; COME TAX. Mi | 
your business ing specifically with the Excess Profits wh 
How to change your form to an- Tax. Mr. Bierman’s guide will be of J. D. Bierman t 
other and when to - it ; great value to tax advisers and corpo- eat suis cae al 
oe to pare another business or rate officials seeking the castinetion ee es ie ee sio 
Geir set tte : i i : sion of the Office of the 
How to operate your proprietor- of the advice, pointers, and type of Chief Counsel for the Bu- Ar 
ship for economy aids to tax economy previously given reau of Internal Revenue acc 
Financing a business in the Lasser book; his review of the and in charge of its Sec 
° . ee 2.1% ° . 1 nal 
Operating a ee for great- recent decjsion and administrative tion og ge — bs a 
est savings to the partners : VN . member of the legislation P 
Getting the most out of corporate changes ees tax relief. This and Regulations _ section the 
operation guide is available for $1.00 only to of the Chief Counsel's Of 
How and when to recapitalize purchasers of the BUSINESS TAX fice. ot ae pile = 
How to divide your business and GUIDE. It is not available in any pak tony 2 Wodhinetes 
when other way. So to be sure of getting your f 
When and how to merge your copy, mail coupon AT ONCE! ( 
business ; E 
How and when to sell assets to ee ee ee ee an ae mee ee a ee ee ae ee C 
greatest tax advantage Simon and Schuster, Publishers I 
Planning for your sales income I TAX DEPT. PA-12 ( 
. ° . 1230 SIXTH AVENUE, ROCKEFELLER CENTER, N. Y. C. 20 ‘ 
Planning your business disburse- ' 
ments Please send me: i 
Getting greatest savings through af ee copies of J. K. Lasser’s BUSINESS TAX GUIDE-$2.00 per copy. i 
compensation payments I ...copies of J. D. Bierman’s EXCESS PROFITS TAX HANDBOOK- 
Using repairs, replacements and $1.00 per copy. y 
depreciation to greatest advan- I If the books do not completely satisfy me, I may return them any ] 
_ tage fc } time before March 20, 1947 and you will refund my money in full. 
Finding the best accounting sys- ( 
tem for your business I ( 
How to do business abroad I Name. 
Cutting your tax when you have ] 
dividend, interest, or rent in- t Addresz............ os 
come : t Zone No. 
Check list for tax savings City tee :. ( 
What use to make of the carry- | — TO SAVE POSTAGE AND C.0.D. CHARGES: Tf y u enclose payment WITH 
over system i [ J this coupon WE will 7 all postage and government C.O.D. charges. Same 
How to buy and sell securities return-for-refund privilege applies. NOTE: If resident of N. Y. City, add 2 
I City Sales Tax. j 
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The Accounting Profession After Fifty Years 


By Epwarp B. Witcox, C.P.A. 


T is an honor that I shall long re- 

member to stand before you on this 
occasion, and to represent in my person 
the national organization of our pro- 
fession, The American Institute of Ac- 
countants. I bring its congratulations 
as well as my own, on this fiftieth an- 
niversary of the first C. P. A. law in the 
United States. You, the accountants 
in this great State of New York, and 
those of your number who are gone, 
have created a record of achievement 
in your own behalf and in public service 
which justifies the pride you must feel 
at this time, and truly marks this occa- 
sion for celebration. Yours, the first 
American society of certified public 
accountants, has grown from its origi- 
nal eighteen charter members to more 
than five thousand. You have laid the 





Epwarp B. Witcox, C.P.A. 
(Illinois), is President of the Ameri- 
can Institute of Accountants, a past 
President of tlte Illinois Society of 
C.P.A.’s, a former member of the 
Board of Examiners in Accountancy 
in Illinois, and a member of the 
American Accounting Association. 
He has been a partner in the ac- 
counting firm of Edward Gore and 
Company, Chicago, since its estab- 
lishment in 1927, 

This address was delivered at the 
October meeting of our Society, 
held on October 14, 1946, at the 








Waldorf-Astoria Hotel. 
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foundation for education in account- 
ancy in this state, and have seen those 
schools which you sponsored in their 
infancy grow into major parts of the 
nation’s educational system. You have 
met the growing and changing needs 
of the business world you have served 
so that the demand for your services 
has increased many fold. You have 
developed and maintained standards of 
ethics, integrity, competence, and inde- 
pendence, that have transformed ac- 
countancy, one of the oldest of the arts, 
into the newest of the professions. And 
you have added to your stature and 
prestige by genuine devotion to the 
public interest and generous contribu- 
tions to the public welfare. 


Yet I am sure that each of you feels 
that it is not in the past that you find 
the most gratification, but in the prom- 
ise of the future to be built on that past, 
and the obligations to which it holds 
each of you. In this thought I am re- 
minded of those immortal words which 
a great president of our country once 
spoke on the battlefield of Gettysburg. 
If he were here he might say: 


Two score and ten years ago your 
fathers brought forth in this state the 
first C.P.A. law of our country, con- 
ceived in the public interest, and dedi- 
cated to the proposition that public ac- 
counting is a profession. Now we are 
met on the fiftieth anniversary of that 
law. We have come to celebrate its 
passage and the achievement? of our 
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profession since that time. It is alto- 
gether fitting and proper that we 
should do this. 

But in a larger sense we cannot cele- 
brate those achievements here. The 
public will little note nor long remem- 
ber what we say here, but it will not 
forget what we do hereafter. Rather 
we should celebrate, here, our dedica- 
tion to the cause of usefulness which 
has thus far been so nobly advanced. It 
is rather for us to be here dedicated to 
the great task remaining before us, that 
from these fifty years of progress we 
take increased devotion to the public 
interest, that we here highly resolve 
that progress shall not cease, that our 
present and future opportunities shall 
not be in vain, and that competence, in- 
tegrity, and independence shall not 
perish from the accounting profession. 

Well, if Lincoln were here he might 
have said something like that. He isn’t, 
so we will never know, but I feel sure 
that in some way he would have di- 
rected your attention to the task that 
lies ahead, just as he did on that more 
grim occasion at Gettysburg. The na- 
ture of this task is to be learned from 
the profession as it is today, its organi- 
zations, and its opportunities. 

I would not want to draw a line defi- 
nitely marking off the accounting pro- 
fession. As it is today constituted, I 
think we find at the heart of it certified 
public accountants primarily engaged 
in furnishing independent expert opin- 
ions on financial statements. But if 
that is the heart of the profession, it is 
by no means all of it. Service to man- 
agement including tax practice, cost 
and other system work, and such mat- 
ters as turning up defalcations or as- 
sisting internal staffs, are large factors 
in public practice. When Maurice 
Peloubet chose ‘Forensic Account- 
ing” as the title for a recent article in 
the Journal of Accountancy, and 
George O. May chose “Authoritative 
Accounting” for another, and R. B. 
Knott, in The Controller, wrote on 
“Responsibility Accounting”, they il- 
lustratefl the many-sidedness of this 
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field. Similarly the men who make up 
this profession are as varied as the field 
in which they practice, and like the 
field, the group has no exact bounda- 
ries. Membership in the state societies 
and the American Institute of Account- 
ants provides good evidence of profes- 
sional qualifications, but it could hardly 
be said that these organizations include 
all competent practitioners. Possession 
of a C.P.A. degree comes closer, but 
unfortunately excludes all those non- 
C.P.A.s who are registered under state 
laws to do the same things as C.P.A.s. 
It can scarcely be denied that they are 
members of the accounting profession. 
And beyond them are those who, with- 
out a degree or any form of registra- 
tion are permitted, by absence of state 
restrictions, ‘to practice as public ac- 
countants. Persons in some or all of 
these classifications are practicing as 
partners or employees of big firms, 
little firms, or as individuals in com- 
munities large and small. In addition 
to them are accountants in the teaching 
field, others in private employment, 
and a large group in governmental 
service. To varying degrees they are all 
members of the accounting profession. 
It is like a physical atom having no 
definite boundaries, characterized by a 
nucleus, but incomplete without its 
cloud of electrons and the wave 
phenomena emanating from them. It 
is incumbent on all of us, perhaps espe- 
cially so on those who undertake to 
serve this profession, not to regard it 
too narrowly, but rather to recognize 
its broad if vague extent, and to pre- 
serve and further all its aspects. 

One of its characteristics is the geo- 
graphical distribution of accountants 
throughout the country. They have 
organized themselves into state socie- 
ties sometimes subdivided into local 
chapters, but they are also nationally 
organized in the American Institute ot 
Accountants. About 15,000 certified 
public accountants belong to all of the 
state societies. More than 10,000 are 
now members of the Institute. Yours 
is the largest of the state societies, but, 
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unfortunately from the standpoint of 
the organization I now represent, is 
rather near the bottom of the list in 
respect to the percentage of its mem- 
bers who are also members of the In- 
stitute. Undoubtedly the reason for 
this must in part at least be in the facili- 
ties which your society provides. You 
have the talent available for excellent 
technical discussions, you have the use 
of the Institute’s library, you have a 
well staffed office, and your members 
received a splendid monthly magazine 
filled with technical articles by men 
who are authorities on their subjects. 
It must therefore appear to many of 
your members that the Institute would 
merely duplicate much of the service 
they receive. Toa smaller extent this 
idea sometimes appears in other state 
societies. It is possibly a natural, al- 
though I believe a mistaken view of the 
situation. 

Certainly it would be foolish to main- 
tain overlapping and competing organi- 
zations, but I do not believe that we 
have them. Rather there are separate 
and distinct fields for the activities of 
state societies and the Institute. The 
accounting profession in the United 
States is nation-wide. Capital and 
credit do not stay within the bounda- 
ries of states in order to rely on finan- 
cial representations approved only by 
local accountants. The prestige of the 
profession in one state is not inde- 
pendent of its standing in another. 
There is no quarantine for bad ac- 
counting at state lines. It would be 
worse than competition—it would be 
anarchy and professional suicide, if 
forty odd state societies adopted di- 
vergent and conflicting standards of 
auditing and accounting procedures. 
Standards and prestige require a united 
front, and that is why the first stated 
purpose in the by-laws of the Institute is 
to unite the accounting profession in 
the United States. Only a united pro- 
fession can be effective in dealing with 
national organizations of bankers, 
lawyers, credit men, and stock ex- 
changes, or with departments and com- 
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missions of the federal government. 
Without a nation-wide organization 
the profession would be inarticulate in 
these vital contacts. But the nation is 
too big for very many meetings of 
members. Only in local organizations 
can there be frequent lectures, technical 
sessions, and those relatively social 
gatherings which contribute to mutual 
understanding. Only a state organiza- 
tion can deal effectively with a state 
legislature. Only a local group can 
fairly represent the accounting profes- 
sion to other local groups. The appro- 
priate activities of the Institute and the 
state societies involve no competition 
or overlapping. 
But these fields of activities are not 
independent of one another. Rather 
each depends on the other for its great- 
est success. For example, problems of 
state legislation are best known to state 
societies, but uniform legislation and 
interstate reciprocity are in the inter- 
est of the entire profession. Therefore 
it has seemed desirable for the experi- 
ence and the views of state groups to 
be brought together through the Insti- 
tute in the development of recom- 
mended uniform accountancy laws, but 
no specific state legislation is ever 
urged by the Institute. This is left to 
state groups. Another example of an 
entirely different sort is the general 
acceptance of accdunting principles. It 
is scarcely feasible to hold a nation- 
wide town meeting to discuss these 
problems, but it is feasible to discuss 
them in local groups. There has not 
been enough of this, but ideally the 
state societies and their local chapters 
should be forums for such discussions. 
- The material so developed would be 
invaluable to the Institute’s Committee 
on Accounting Procedure, which 
should always be upheld as the highest 
and most respected authority’ on the 
subject. Otherwise conflicting local 
views would result in complete loss of 
leadership in this important field where 
only the profession is competent to 
lead. But the state and local groups 
would still have the function of repre- 
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senting and defending the pronounce- 
ments of the Institute’s committee in 
their own communities. Ideally I think 
state societies should be forums in 
which topics may be originated and 
discussed. The findings of a united 
profession guided by these discussions, 
should then be presented to the inter- 
ested public on the national level by the 
Institute, and on the local level by the 
various state societies, and by each to 
its own members. No professional ac- 
countant can be fully serving his own 
enlightened self-interest without sup- 
porting and participating in both phases 
of this joint activity. 

The history of your society in its co- 
operation with national organizations 
testifies that it has recognized the inter- 
dependence that exists The enactment 
of your 1896 law was originally se- 
cured by the efforts of a committee of 
the American Association of Public 
Accountants, the Institute’s predeces- 
sor, and the inception of your society 
followed that event. Its first achieve- 
ment was the sponsoring of education, 
and one of its first stated policies was 
“to cordially cooperate fraternally with 
all existing societies of American ac- 
countants and in all honorable methods 
for the benefit of the profession of 
accounting.” And the sincerity of this 
policy was substantially evidenced in 
1917 when you contributed $10,000 to 
the library endowment fund of the 
American Institute of Accountants. A 
society conceived by a national organi- 
zation, and later endowing one, cannot 
be held guilty of provincialism, and my 
congratulations to you extend to the 
breadth of vision that your society has 
shown. 

Looking more closely at the func- 
tions of our organizations, I have found 
some interesting reading in Article I 
of the by-laws of the Institute and in 
the objects of youy society as set forth 
in its certificate Of incorporation. I 
have already referred to the first pur- 
pose of the Institute—that of uniting 
the profession. That is uniquely and 
properly a function of a national or- 
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ganization. Your stated objects include 
the complement of this purpose: to 
hold relations with other organizations 
of accountants. And consistent with 
these purposes both organizations en- 
courage cordial relations among all 
accountants, without which the profes- 
sion might not long remain united. | 
then expected to find something about 
furthering the interests and welfare of 
members. Your objects couple protec- 
tion of the interests of members with 
those of the general public; the Insti- 
tute says nothing about its members 
but refers to safeguarding the interests 
of public accountants. I think these 
things are significant. Neither organi- 
zation is dedicated narrowly to its 
members, but broadly to the profession 
and the public which it serves. Follow- 
ing these general purposes I thought I 
would find that protécting or safe- 
guarding the interests of public ac- 
countants would mean securing for 
them certain rights, privileges, and im- 
munities. But it doesn’t. It means the 
development of accountancy itself, and 
education, and high standards of per- 
formance by its practitioners. And in 
the Institute it means providing exam- 
inations and maintaining high stand- 
ards for the certified public accountant 
certificates in the several states. And 
this, too, is significant. Our organiza- 
tions do not measure the interests of 
accountants in terms of what can be 
had for them, but in terms of how use- 
ful they and their services can be made. 
It is a rather stern order we have 
joined, dedicated to the public interest. 
If rewards follow, they do not come 
from the acquisitiveness of our organi- 
zations but from the quality of service 
they expect us to render. 

These organizations operate pri- 
marily through volunteer committees, 
composed of busy members. The great 
virtue of committee activities lies in the 
wealth of professional talent which 
they make available. The devotion of 
great time and effort to professional 
affairs on the part of some of the out- 
standing volunteers in both the Insti- 
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tute and your society is an inspiring 
spectacle. But this kind of organiza- 
tion inevitably encounters a dilemma. 
Sometimes volunteers fail to do a job, 
and then the cause suffers until they 
are replaced. Others throw themselves 
into their tasks with energy and ability, 
and seem to become almost indispensa- 
ble. But when these are retained in 
service, the feeling may grow that they 
are monopolizing or unduly controlling 
the affairs of the profession. They be- 
come “the inside gang”. This is paying 
sacrifice and service in rather poor coin, 
but perhaps it is that kind of eternal 
vigilance which a democracy requires. 
In part the problem arises from the 
great need of continuity in an organiza- 
tion where too much rotation of office 
would destroy it. A permanent staff 
provides some of this needed continu- 
ity, but it cannot and must not replace 
the officers and committee personnel 
recruited from the membership. The 
solution of what might be a difficulty 
has thus far been found in that syn- 
thesis of opposites possible only in a 
democracy. Outstanding accountants 
have served and directed our organiza- 
tions, but no one person or group for 
long. In the Institute the executive 
committee is entirely new about every 
five years. In the Committee on Ac- 
counting Procedure the great names of 
May, Staub, and Bailey have followed 
one another; in auditing, Broad and 
Grady; in taxation, Stempf, Phillips, 
and Austin. A public spirited mem- 
bership imbued with the honor of serv- 
ice, will make the best of the committee 
form of government, and avoid its pit- 
falls. 

But there is another kind of disaster, 
even more subtle, which can overtake 
us. This is the corrosive effect of 
wealth, power, and success. The Insti- 
tute, while not endowed, is approach- 
ing the half million mark in annual re- 
ceipts and disbursements. Its voice is 
a power in the land. Its efforts have 
been crowned with success. So have 
those of the New York Society. Such 
Organizations might come to cherish 
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their status more highly than their 
prospects, and, having too much to lose, 
might fear the risks involved in future 
progress. This way lies stodginess, 
smugness, and stagnation. It is a real 
danger. Other groups, longer estab- 
lished than professional accountancy, 
have known the tyranny of tradition, 
and have slowly lost prestige for the 
very reason that they feared to lose it. 
Therein lies the value of rebels and 
radicals. We need the questioners and 
the doubters, even the trouble makers. 
We need to keep questioning our own 
purposes, and our integrity and com- 
petence and independence. We need 
to keep our ranks clean whether the 
purge hits the lowly incompetent in the 
sticks or the overwell entrenched in 
the world’s largest city. And each one 
of us needs to remember that when 
he is overruled or found at fault by his 
professional organization, he himself 
benefits from that demonstration of the 
profession’s strength, and by that very 
demonstration, is saved from less 
kindly, less competent, and less under- 
standing criticism by outsiders. 

There is one factor in the organiza- 
tion of the accounting profession in the 
United States which will help us to 
avoid the evil consequences of too much 
success. That is the fact that we are 
organized separately on both state and 
national levels. I doubt that state so- 
cieties are apt to become smug over the 
perfection of the American Institute of 
Accountants. Rather there may be a 
natural disposition for mutual criticism. 
And this can be useful. I have already 
spoken of the great purpose of uniting 
the profession, and I retract no word 
of that. But if the independence and 
divergence of viewpoints in state and 
national organizations can be channeled 
into constructive and helpful criticism, 
we may find in ourselves the key to 
eternal youth. In congratulating you 
on your fifty years of progress, and 
commending your dedication to its con- 
tinuance, I suggest this as a part of 
your destiny. 

But our profession has an even 
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greater destiny. It is linked to the 
most important problem of our time— 
that of survival. With the guns 
scarcely cold from the last war, we are 
already beginning to talk about the 
next one as though it were inevitable, 
and yet we know that its weapons will 
be more than civilization and humanity 
can survive. It must not be permitted 
to be inevitable, and whatever any of 
us can do to avert it, however small 
that thing may be, is of first impor- 
tance. It is true that the greater re- 
sponsibility lies with the leaders of gov- 
ernments. It is true that they may 
fail and all that any of us can do may 
be lost in the ensuing catastrophe. But 
they may succeed well enough so that 
our contribution could turn the tide 
from war to peace. Surely even the 
remotest possibility that that might 
happen would justify our best efforts. 

One thing which will help to main- 
tain the peace, and which is related to 
the field of our own competence as ac- 
countants, is the existence of an eco- 
nomic system that will not lead to war. 
We have seen that fascism is a system 
that does lead to war. Whether or not 
communism will do the same thing of 
itself, it will, indirectly, if it is feared 
too much. Therefore we need to be 
sure that our economic system will 
truly and effectively serve our people, 
and will leave no grounds of diston- 
tent where the seeds of destructive doc- 
trines may take root. We cannot pro- 
tect ourselves from unsound doctrines 
by smothering them or fulminating 
against them, but we can be immune 
from them if our own economy well 
serves our people. And if we maintain 
a successful economy, we can be tol- 
erant of others, in the certainty that 
they will ultimately copy our success, 
not we their failures. 

Another thing that will help to main- 
tain the peace, and is also close to us, 
as accountants, is the conduct of our 
fiscal affairs so that they help rather 
than hurt our neighbors abroad. For- 
eign countries are greatly at our mercy 
because the United States of America 
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is the world’s great creditor nation, A 
good creditor can contribute to the 
prosperity of his community ; a bad one 
can destroy it. We have already ree- 
ognized some aspects of this situation 
by granting loans, supporting foreign 
currencies, aiding in rehabilitation of 
facilities abroad, and gradually re- 
ducing some trade barriers. But it is 
also essential that we maintain a stable 
economy at home so that our credit 
policies do not become intermittent and 
capricious as a result of boom and bust 
cycles. And it is likewise essential that 
we maintain a prosperous economy at 
home so that there may be in our mar- 
kets an effective demand not only for 
our own products, but also for foreign 
goods such as will enable our debtors 
abroad to prosper and pay us. 

We have an obligation to the world 
to maintain this kind of economy, be- 
cause the stability, the prosperity, and 
the peace of the world depend on it. 
We have become the trustees of our 
own prosperity for the benefit of others. 
This obligation should not rest too 
heavily upon us, because it means 
nothing less than security in high 
standards of living for our own people. 
3ut it is no longer a primarily domes- 
tic concern only of our own that we 
be prosperous. More important than 
that is the contribution which our sus- 
tained and stable prosperity can make 
to world peace, and our greatest bene- 
fit from it will come from our enjoy- 
ment of that peace. The unprecedented 
extent to which this is true raises con- 
siderations of domestic economy to the 
level of responsible world citizenship. 

Certified public accountants can con- 
tribute greatly to the stability and pros- 
perity of our economy. We are fitted 
for this task by expertness in fiscal af- 
fairs, by schooling in independence, and 
by dedication to the public interest. 
We know the ways in which the un- 
certainties and inequities of income tax- 
ation can adversely affect great num- 
bers of our people, and can divert busi- 
ness management from the problems ot 
efficient organization, operation, and 
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production to considerations of tax 
avoidance. We must therefore re- 
double our efforts to simplify taxation 
and establish sound and consistent tax 
policies. We know that audits of ac- 
counts of taxpayers by the Bureau of 
Internal Revenue are costly, and that 
business management is hampered by 
delay in final ascertainment of liabili- 
ties. Therefore we must be prepared 
to assume professional responsibility 
for tax returns if and when it may be 
entrusted to us. We know that the 
opinions of independent certified public 
accountants are the basis of credit and 
investment, and that failure on our part 
might be followed by a collapse of con- 
fidence, and economic disaster. There- 
fore we must continue to develop au- 
diting techniques, and must maintain 
and improve standards of performance 
so that confidence will not be betrayed, 
and credit and investment will con- 
sistently support an economy which is 
fundamentally sound. We know that 
financial statements which are optimis- 
tic in good times and pessimistic in bad, 
tend to exaggerate fluctuations in con- 
fidence and contribute to boom and 
bust cycles. Therefore we must con- 
tinue to emphasize consistency in finan- 
cial statements, and must seek the gen- 
eral acceptance of accounting princi- 
ples which will best serve society as a 
whole. We know that labor contro- 
versies can seriously impair the pros- 
perity of a country, and that these 
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controversies become insoluble when 
underlying financial facts are in dis- 
pute. And we know, too, that labor 
must have adequate buying power, and 
reasonable security if we are to have 
a stable economy. Therefore we must 
be prepared to serve the cause of labor 
with the same integrity and indepen- 
dence which is our chief stock in trade 
today in the more familiar relationships 
of management, creditors, and invest- 
ors. These are some of the ways in 
which the accounting profession can 
contribute to economic stability and 
prosperity, and hence to international 
peace. 

In these things new fields for serv- 
ice, and greater opportunities in old 
fields are open before us. There is sfill 
room to move forward in the unbroken 
tradition of the accounting profession 
for increasing usefulness and adapta- 
tion to constantly changing demands. 
I congratulate the New York State 
Society of Certified Public Account- 
ants on its part in establishing that 
tradition, on its half century of prog- 
ress, on its contributions to the devel- 
opment of accountancy both within and 
without this state, on its opportunities 
for the continued development of that 
profession in the public interest, and 
on the opportunities of its members 
for greater usefulness than ever before, 
in the crisis which now confronts the 
world. 
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Auditing Standards 


By Pau Grapy, C.P.A. 


A a means of introducing the subject 
of Auditing Standards it may be 
of interest to review briefly the history 
leading up to the present stage of devel- 
opment. 

During the First World War mem- 
bers of the Federai Trade Commission 
and certain other government officials 
dealing with material procurement con- 
ceived the idea that their problems 
would be greatly simplified if the ac- 
counting of business enterprises could 
be placed op a uniform basis. Some of 
the members of the American Institute 

f Accountants were asked to prepare 
an outline of instructions to meet this 
objective. While the Institute mem- 
bers realized the impracticability of at- 
taining uniform accounting, they be- 
lieved that an opportunity was offered 
to improve the form of presentation of 
financial statements and to promote a 
better understanding among bankers 
and business men of the nature and de- 
sirability of audits by independent pub- 
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lic accountants. Accordingly, a pam- 
phlet was prepared setting forth typical 
balance sheet audit procedures and sug- 
gested forms for the balance sheet and 
the income statement. The government 
officials apparently carried the most 
weight in naming the document, be- 
cause it was issued as a tentative pro- 
posal by the Federal Reserve Board in 
1917 under the title “Uniform Ac- 
counting.” 

In 1918, the pamphlet was reissued 
in practically the same form by ,the 
Federal Reserve Board, under the re- 
vised title of “Approved Methods for 
the Preparation of Balance-Sheet 
Statements.” 

The pamphlet remained in this form 
until 1929, when it was revised by a 
committee of the Institute and again 
published under the auspices of the Fed- 
eral Reserve Board with a revised title, 
“Verification of Financial Statements.” 
The revised pamphlet gave recognition 
to the impracticability of designing a 
uniform pattern of audit procedures to 
fit a wide variety of circumstances by 
stating in the opening paragraph that: 

“The extent of the verification will be 

determined by the conditions in each con- 
cern. In some cases the auditor may find 
it necessary to verify a substantial portion 
or all of the transactions recorded upon 
the books. In others, where the system of 
internal check is good, tests only may suf- 
fice. The responsibility for the extent of 
the work required must be assumed by the 
auditor.” 


In 1936, the Institute revised the 
bulletin to give expression to the 
changes in concepts within the profes- 
sion which were probably in_ part 
brought about by the great change in 
economic conditions after 1929. In this 
revision of the bulletin the committee 
recognized that the word “verification” 
might carry unwarranted implications 
of certainty and the document was 1s- 
sued under the title “Examination of 
Financial Statements by Independent 
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Auditing Standards 


Public Accountants.” The 1936 pam- 
phlet was issued solely on the authority 
of the Institute and incorporated fur- 
ther precautionary language to make it 
clear that the bulletin should not be 
considered a standard audit program 
or rule book for application in all cir- 
cumstances. 

In 1939, the Committee on Auditing 
Procedure promulgated its statement 
on “Extensions of Auditing Proce- 
dures” requiring that wherever prac- 
ticable the independent public account- 
ant should (1) attend the taking of 
physical inventories and test the credi- 
bility of the company’s inventory quan- 
tities by direct test counts or by 
observation of the counts made by com- 
pany employees and (2) obtain con- 
firmation of receivables by correspond- 
ence with customers. The statement 
on extensions was later adopted by the 
memnbers of the Institute in attendance 
at the annual meeting. 

Immediately following this event the 
Committee on Auditing Procedure un- 
dertook a comprehensive study to de- 
termine whether a revision should be 
made of the bulletin on “Examination 
of Fifancial Statements.” After 
thorough consideration it was concluded 
that it would be contrary to the inter- 
ests of the profession to issue any fur- 
ther statement dealing largely with 
auditing procedures in an abstract man- 
ner without reference to particular cir- 
cumstances. 

The committee’s thinking was aided 
a great deal by concurrent discussions 
with the Securities and Exchange Com- 
mission concerning the wording of the 
paragraph of the accountants report 
describing the scope of examination. 
The wording of the scope paragraph 
adopted in the early part of 1941 incor- 
porated for the first time the statement, 
“Our examination was made in accord- 
ance with generally accepted auditing 
standards applicable in the circum- 
stances and included all procedures 
which we considered necessary.” 

A significant aspect of the new word- 
ing was that the Commission took the 
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position it must be a direct representa- 
tion rather than a statement of opinion. 
At that time the Committee on Audit- 
ing Procedure felt that, since there was 
no recognized statement of generally, 
accepted auditing standards, the asser- 
tion must necessarily rest upon the 
opinion of the accountant. 

In subsequent deliberations on the 
matter the committee has concluded 
that the position of the Commission is 
reasonable and that an important for- 
ward step can be made in the account- 
ing profession by the development of a 
statement of basic auditing standards. 
The committee during the past year has 
devoted a great amount of thought to 
the delineation of the professional qual- 
ities and attributes which should always 
form the basis for the examination of 
financial statements by the independent 
public accountant, and to the differenti- 
ation of these broad standards from 
auditing procedures, which must neces- 
sarily be left to the judgment of the 
auditor. 

The auditing standards tentatively 
decided upon may be briefly summar- 
ized as follows: 


General Standards: 
1. Technical training and profi- 
ciency of the auditor. 
2. Independence in his mental at- 
titude and approach. 
3. Due care in his performance. 


Standards of Field Work: 

1. Adequacy of preparatory plan- 
ning of field work. 

2. Proper evaluation of the exist- 
ing internal control for reliance 
thereon and for the determina- 
tion of the resultant extent of 
the tests to which auditing pro- 
cedures are restricted. 

3. Competence of evidential mat- 
ter. 


Standards of Reporting: 


1. Adherence to accepted prin- 
ciples and practices of account- 


ing. 
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2. Observance of consistency in 
their application, except where 
conditions warrant otherwise. 

3. Adequacy of informative dis- 
closures. 


It will be noted that the three general 
standards are fundamental to all pro- 
fessional work of the independent pub- 
lic accountant. The further standards 
grouped under field work and reporting 
are to a large degree cross-sectional 
classifications for the purpose of illus- 
trating more clearly the application of 
the basic standards. 

Toward the end his career Sir 
Isaac Newton said that he felt like a 
small boy at the seashore who had dis- 
covered a few shells but had before him 
the vast unexplored ocean. The only 
common point between this remark and 
the Committee on Auditing Procedure 


is that we are now at the seashore. The 
work of the committee has not been a 
discovery mission, because the auditing 
standards with which we are dealing 
have been inherent in the accounting 
profession from the beginning. Our 
endeavor has been more in the nature of 
a screening process to separate the 
“shells” of standards from the “sands” 
of procedures and to arrange the stand- 
ards in a useful pattern. 

The long-term importance of a state- 
ment of auditing standards demands 
the most careful study and the ultimate 
adoption by the membership of the In- 
stitute. We therefore hope you will 
give your critical attention to the en- 
suing papers dealing with auditing 
standards and that we may have the 
benefit of your suggestions at the dis- 
cussion meeting tomorrow or by writ- 
ing if you cannot attend the meeting. 


. 


Fundamental Principles of Auditing 


All that is auditing could be brought under the application of the “principle of critical 


review. 


More completely phrased this statement would be as follows: 


“Auditing helps to give assurance that reported accounting data will be dependable, 


by providing organized reviewing techniques for the use of technically trained individuals, 
who will critically examine the suitability and effectiveness of the details of accounting 
structures and who will critically judge the appropriateness of the actions taken in 
carrying on accounting processes.” 


Three more “fundamental principles”: (a) “The statistical credibility of the data pre- 
sented in the accounts and statements is in question until they have been tested by auditing.” 
(b) “The external auditor seeks to substantiate the representations management makes in 
the accounts and statements by finding various kinds of corroborative evidence.” (c) “Finan- 
cial statements serve the needs for enterprise information of such a wide variety of people 
that a duty rests upon those responsible for statement preparation to see that a full, clear 
disclosure of material facts is made. 


A. C. Littteton in “The Accounting Exchange”, 
The Accounting Review—October, 1946. 


676 December 











— ~ 


i a 





re. The 
been a 
uditing 
dealing 
ounting 

Our 
iture of 
ite the 
Sands” 
stand- 


| state- 
mands 
timate 
he In- 
u will 
he en- 
iting 
ve the 
e dis- 
writ- 
eting. 


. 


itical 


able, 
uals, 
iting 
n in 


pre; 
ng. 

5 in 
lan- 
ople 
lear 





_ Auditing Standards 


The Personal Standards of the Auditor 


By E. A. Kracxe, C.P.A. 


< fein paper concerns only the par- 
ticular standards of auditing which 
relate to the qualities of the auditor as 
distinct from those other standards 
which relate to the objectives for attain- 
ment in the procedures he employs in 
his field work and in his reporting 
thereon. These personal, or general, 
standards—which apply equally to the 
areas of the field work and the report- 
ing thereon—concern the indispensable 
conditions for the satisfactory attain- 
ment of such other standards. As the 
cominittee on auditing procedure has 
tentatively outlined them, they are: 

1. Technical Proficiency 

2. Independence 

3. Due Care 


The order in which these standards 
are here given does not purport in any 
way to reflect any idea of relative im- 
portance, but merely their natural se- 
quence. To begin with, all that is said 
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about observing certain standards in 
the employment of auditing procedures 
naturally concerns such procedures as 
they are employed by properly trained 
and experienced auditors; however 
capable a man may be in the other ac- 
tivities of business, he cannot satisfac- 
torily meet the requirements of auditing 
standards without the equipment of 
training and experience in the field of 
auditing. Granted that the auditor is 
thus technically proficient, the next test 
he must undergo is that of independ- 
ence; aside from being in professional 
practice (as distinct from being in in- 
dustrial employment) he must be with- 
out bias with respect to the particular 
concern under audit, since otherwise he 
would lack that impartiality necessary 
for the dependability of his findings, 
however excellent his technical profi- 
ciency may be. But it is not enough 
for the auditor to be technically pro- 
ficient and independent as well ; he may 
be both of these, as to the undertaking 
at hand, and yet be guilty of lack of due 
care in the performance of his work— 
a dereliction which may even be judged 
the graver when chargeable against one 
of high qualification otherwise. 


(1) Technical Proficiency 


The laws of our various states, be- 
ginning with New York just fifty years 
ago this year, have provided for the 
designation as “certified public ac- 
countants” of those individuals who 
have qualified under state regulations 
in point of education, training and ex- 
perience adequate to perform the func- 
tion of auditing financial statements 
and their underlying records as expert 
or certified public accountants. In addi- 
tion to these, certain of the states have 
likewise licensed other accountants thus 


677 








The New York Certified Public Accountant 


to practice as public accountants ; while 
not meeting the titular requirements of 
the certified public accountant, the reg- 
istered or licensed public accountant 
(or unregistered accountants in those 
other states where a more extensive 
regulation has not been enacted) in the 
conduct of practice as an auditor cannot 
claim any lower level of standard ob- 
servance, without impairment of his 
right to hold himself out as a fully com- 
petent auditor. The business welfare 
of the public cannot tolerate a two- 
level status with respect to auditing 
standards any more than its hygienic 
welfare can tolerate a dual degree of 
medical service. Whatever the reasons 
that may operate to preclude a public 
accountant from achieving the titular 
recognition of the certified public ac- 
countant, he must expect to have his 
accomplishments subjected to critical 
judgment to make certain that they at 
least reach the level of common stand- 
ards. 

This is a matter of growing impor- 
tance with the increasing number of 
states enacting accountancy regulatory 
legislation of the so-called two-class 
type. While admittedly the doors to 
continued practice must not close on 
any worthy and properly qualified prac- 
ticing public accountant—who perhaps 
for understandable reasons of practical- 
ity has not been able to meet academic 
requirements for becoming a certified 
public accountant—it places a heavy 
duty on the authoritative bodies pass- 
ing upon applications for registration 
to screen out those with merely a claim 
to a constitutional right without a pro- 
fessional right to that claim. The fact 
that a man in his mature years may 
find the difficulty of acquiring a certain 
academic rating so great as to be vir- 
tually an impossibility is no excuse, on 
the other hand, for inability to measure 
up to fair practical tests of the techni- 
cal ability he has developed from his 
training and experience as an auditor. 
Individual rights must conform with 
public welfare. . 

But how about the young man just 
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entering upon an auditing career as a 
junior assistant, it may be queried; the 
requisite of experience manifestly can- 
not apply to him. The answer to the 
question is, of course, proper supervi- 
sion and review of the assistant’s work 
by his experienced superior. Experi- 
ence being definitely a relative matter, 
the nature and extent of supervision 
and review must necessarily reflect 
wide variances in practice which under- 
standably cannot be the subject of rule- 
formulation. Here the accountant 
charged with final responsibility for the 
engagement must exercise a ripened 
judgment in the varying degrees of his 
review of the work done and judgment 
exercised by those under him, who in 
turn must meet the varying degrees of 
their own responsibility attaching to 
the varying graduations and functions 
of their work. 

What has just been said about ex- 
perience applies, of course, equally to 
the accountant’s education and the train- 
ing received therewith. One may well 
be a complement of the other, and the 
principal exercising final authority up- 
on any engagement naturally weighs 
these attributes conjointly in determin- 
ing the extent of his supervision and 
review. The high quality of educa- 
tional training with which our out- 
standing schools of higher education 
today equip their students makes for a 
greatly increased capacity of experi- 
ence acquisition. 


(2) Independence 


There is probably no concept relat- 
ing to the professional auditor that is 
today in greater need of elucidation 
than that of his “independence” as that 
term is widely used today. In the pro- 
fession’s early days, “hanging out his 
own shingle” sufficed for an outward 
mark of independence, while the litera- 
ture of his profession taught the simple 
virtue of complete intellectual honesty 
as its essence. But progress brought 
problems, and one of them in the audi- 
tor’s realm was that of how his possess- 
ing the attribute of complete intellectual 
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honesty might be recognized as some- 
thing additional to the fact of his being 
engaged in professional public practice. 
So there arose a quest for signs— 
signs by which any lack of independ- 
ence might be recognized. 

As a code of its ethics, the pro- 
fession has gradually compiled, through 
its national organization’s rules of pro- 
fessional conduct and the similar pro- 
nouncements of its state bodies, pre- 
cepts and conditions to guard against 
the presumption of loss of independence. 
“Presumption” is stressed because inso- 
far as intrinsic independence is syn- 
onymous with mental integrity, its pos- 
session is a mater of personal quality 
rather than of rules that formulate cer- 
tain objective tests. Over the long 
years lawyers have developed the ex- 
pression of “presumptions of law,” of 
which the dictionary, styling them “in- 
ferences,” says that they “are sometimes 
conclusive, more frequently they are 
rebuttable.” Stated another way, a 
presumption may sometimes prove to be 
presumptuous on the part of the pre- 
sumer; Caesar, of all the gentry of 
Rome, it was who advanced the pre- 
sumption that, “Caesar’s wife must be 
above suspicion.” Fortunately there per- 
sists in the human character a capa- 
city for a probity in thought and deed 
so rugged that what might seem pre- 
sumptively to be a temptation is indeed 
no temptation at all. : 

This paper will not attempt to deal 
with the details of those various con- 
ditions and considerations affecting the 
auditor’s independence set forth in the 
Institute’s “Rules of Professional Con- 
duct.” Instead it will make reference— 
but an emphatic one—to the book just 
published this year by the Institute, 
entitled, “‘Professional Ethics of Public 
Accounting,” the author of which is 
our Secretary, Mr. John L. Carey. In 
this most able presentation of the sub- 
ject, particular attention is given to the 
aspect of the auditor’s independence in 
the light of the rules of conduct bearing 
thereon. The lucid explanations of the 
subject which this book gives will surely 
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make it an indespensable volume in the 
accountant’s reference library. 


In lieu of any present expatiation 
upon these rules which has thus been 
rendered more than just superfluous by 
Mr. Carey’s admirable contribution, 
this paper will venture to indulge in a 
little philosophizing on the broad phase 
of the subject, having in mind its fur- 
ther development as time goes on. It 
is sure to receive its full share of atten- 
tion in future case studies in the entire 
field of auditing standards; and a little 
advance philosophizing now and then 
may be helpful. There is continual 
danger, as our civilization grows more 
complex, of trying to match its com- 
plexity with an increasing reliance on 
divination by signs and more and more 
complexity of ensuing rule-making ; we 
shall probably not escape the threat 
of it in our field despite what history 
has to teach us. Even the ancients, for- 
saking their primitive credulity, came 
to deny the infallibility of the ostensible 
signs in the omens and portents of their 
soothsayers ; and in more modern times, 
in the field of the law, there grew the 
realization that the path of lawmaking 
and enforcement tended to diverge 
from the path of real equity. 


The need for any specific rule-mak- 
ing for personal conduct guidance 
should in the nature of things be less 
in a’ profession like ours, as well as in 
our “older brother” profession of the 
law, than in the broad field of business 
generally, as is so well brought out in 
Mr. Julius Henry Cohen’s outstanding 
work on “The Law: Business or Pro- 
fession?’”’. From the thought reactions 
that one experiences in reading a 
thought-engendering book such as that 
is, the distinction between a profession 
and business (speaking, of course, of 
the ideal man or woman engaged in 
each) might perhaps be stated some- 
thing like this: 

‘A profession is a means of serving 
the public. In connection there- 
with, the professional man seeks 
to make his living.” 
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“Business is a means of making a 
living. In connection therewith, 
the businessman seeks to serve 
the public.” 


There is here a distinction with a real 
difference that in no sense whatever 
disparages the businessman the while 
it imposes a greater duty on the pro- 
fessional man. The mere membership 
in such a profession—and public ac- 
countancy here stands on the same 
ground as the law—by incurring the 
full effect of the broad precept of 
“noblesse oblige,” should reduce the 
need of rule-making to a minimum. 

In a profession like ours, independ- 
ence and ethical conduct are peculiarly 
intertwined; codes of ethics would 
otherwise have little meaning. Take, 
for example, even such elemental pro- 
scriptions as those against advertising 
and soliciting business; activities meri- 
torious for the enterprising merchant 
and the progressive manufacturer, but 
improper for the public accountant and 
the lawyer. Why this distinction? A 
brief survey of how the concept ap- 
parently has evolved in the older pro- 
fession may be helpful. 

We accountants have perhaps mis- 
takenly sought to over-contrast the 
lawyer and the accountant in respect 
of the quality of independence. The 
lawyer pleading his client’s cause is an 
advocate, we say, whereas the auditor 
rendering an opinion on financial state- 
ments 1s an impartial expert. True, but 
the lawyer’s work is not all pleading— 
he also renders opinions concerning 
compliance with the law, just as the 
auditor does concerning compliance 
with accounting principles; and, con- 
versely, the accountant’s work is not 
all the auditing of financial statements 
with his opinion rendition thereon, for 
he may also, as an expert in his field, 
support his client’s contentions in the 
more “ex parte” relationships of in- 
come tax practice, patent infringement 
accountings, and the like. As against 
the dissimilarities between the two pro- 
fessions, there is the important ethical 
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similarity which goes to the roots of 
real professional independence. 

The bulwark of the lawyer’s profes- 
sion, as a profession, is his canons of 
ethics which guide the conduct of his 
practice. He must renounce certain 
privileges of the market-place proper 
for others, like advertising and solicit- 
ing business, in order that he may not 
incur an obligation to his client that 
might conflict with his greater obliga- 
tion to the court, of which he is an offi- 
cer. When the client seeks the lawyer, 
the relationship is manifestly less 
fraught with danger to that greater 
obligation than where the lawyer, seek- 
ing the client, may become detriment- 
ally beholden to him. As an officer of 
the court, his advocacy of his client's 
cause must not transcend the bounds of 
that proper latitude—that room for 
reasonable doubt—which the law rec- 
ognizes may exist in a question of in- 
fraction or non-infraction of its man- 
dates ; within such bounds, the law rec- 
ognizes that there may be two sides to 
a question. 

Anecdotes abound to illustrate this 
ideal of independence on the part of the 
lawyer. They range from those, on the 
one hand, that tell of Abraham Lin- 
coln’s refusal of cases where the client’s 
cause and the pleader’s conscience 
could not be reconciled, to those, on 
the other, where service meant only 
subservience. One such concerned a 
financier of long ago whose reported 
quest was not for a lawyer who could 
tell him what he could or could not 
properly do within the law but one who 
could tell him how to do legally that 
which he wished to do. The Code of 
Ethics adopted by the American Bar 
Association contains an expression that 
pithily sums up the concept of obedi- 
ence to the dictates of a scrupulous con- 
science as the real embodiment of 
independence—“‘A self-respecting inde- 
pendence in the discharge of profes- 
sional duty.” 

So with the accountant in his auxili- 
ary activities; his professional inde- 
pendence is not destroyed where he 
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fully abides by the essential require- 
ment of his professional ethics, where 
he does not do violence to his intel- 
lectual honesty. His maintenance of 
his client’s accounting contention on 
tax matters is proper if it is truthful; 
and it is truthful if it cleaves to “the 
truth, the whole truth and nothing but 
the truth.” However, even in the field 
of taxes, there has developed an observ- 
able tendency away from the position 
of direct advocacy, as for instance, iu 
practice before the United States Tax 
Court where a number of accountants 
have already pointed the way in their 
own practice by voluntarily substituting 
the role of the accounting expert asso- 
ciated with the lawyer-advocate for that 
of the accountant-advocate directly 
handling the client’s case. 

But if independence precludes any 
bias in favor of a concern under exam- 
ination, it must equally preclude bias 
against that concern; independence 
would otherwise lose stature as a stand- 
ard for the measure of the unquestioned 
and unquestionable fairness of the ex- 
amination made and of the reported 
findings thereon. Axe-grinding is as 
impossible as lily-gilding in the attain- 
ment of that objective; any sort of mo- 
tivation in either direction is destru¢- 
tive of’ the attribute of impartiality 
which alone gives meaning to inde- 
pendence. For an _ illustration, one 
might instance the various governmen- 
tal functionaries concerned with the 
determination of the taxpayer’s taxable 
income. Particularly in recent years 
the trend of motivation has been dis- 
cernible in the making of decisions in 
controversial cases according to the 
yardstick of the government’s finan- 
cial interest. Governmental authority 
neither equips its employees with any- 
thing like true independence nor places 
them under a responsibility that is in 
any way comparable with the profes- 
sional auditor’s weighty personal liabil- 
ity for what he says and does in the 
execution of his professional work. 

It is of interest, in this connection, 


to refer to the status of income tax 
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administration in Great Britain, where 
the independent public accountant, the 
chartered accountant, has so firmly es- 
tablished the recognition of his inde- 
pendence that, except for special prob- 
lems of which he has apprised the fiscal 
authorities, his findings are determina- 
tive. This position he has well safe- 
guarded by an attitude of real “inde- 
pendence in fact.” That example from 
overseas it would be well for our law- 
makers to study in the interest of a 
really improved fiscal administration. 

So whatever it be that the certified 
public accountant finds to do in the 
proper exercise of his profession— 
whether certification of financial state- 
ments or the determination of his 
client’s taxable liability—it is this “self- 
respecting independence in the dis- 
charge of professional duty” that will 
measure his attainment of this standard. 


(3) Due Care 


We come now to the third of the 
personal standards, the requirement 
that the auditor perform his work with 
due care. What are the factors to indi- 
cate whether under given conditions he 
has or has not exercised due care? It 
is through the answer to this question 
that this third personal standard serves 
as the gateway to the subject matter of 
the two papers to follow this, namely, 
standards for the auditor’s field work 
and standards for his reporting thereon. 
It is with reference to these that any 
question of due care or its lack will find 
the full answer. 

Lawyers often quote “Cooley on 
Torts” for the applicable rule of law, 
which that authority has worded so 
lucidly that it merits quotation here: 

“Every man who offers his services to 
another and is employed assumes the duty 
to exercise in the employment such skill 
as he possesses with reasonable care and 
diligence. In all those employments where 
peculiar skill is prerequisite, if one offers 
his services, he is understood as holding 
himself out to the public as possessing the 
degree of skill commonly possessed by 
others in the same employment, and, if his 

pretentions are unfounded, he commits a 

species of fraud upon every man who em- 
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ploys him in reliance on his public profes- 
sion. But no man, whether skilled or 
unskilled, undertakes that the task he 
assumes shall be performed successfully, 
and without fault or error. He undertakes 
for good faith and integrity, but not for 
infallibility, and he is liable to his employer 
for negligence, bad faith, or dishonesty, 
but not for losses consequent upon mere 
errors of judgment.” 


Due care imposes a weighty respon- 
sibility on the auditor to give heed to 
procedural standards, the observance 
or non-observance of which spell the 
difference between procedures profes- 
sionally applied with judgment and 
procedures mechanically applied by 
rote. Moreover, just as this responsi- 
bility naturally rests more weightily on 
him than on one not possessing his 
training and experience undertaking to 
do like work, so just as naturally does 
responsibility, within the auditor’s or- 
ganization, rest more upon the prin- 
cipal in charge of an examination than 
upon an assistant performing a minor 
part of it. With the greater equipment 
of sound judgment gained from a 
greater fund of experience, the prin- 


cipal must not fail to exercise due care 
in a critical review of the work done 
and the judgment exercised by those 
under him. Responsibility cannot be 
severed from authority. 


Briefly stated, then, these further 
standards, which the ensuing papers 
cover, will outline the general proce- 
dural tests as to whether or not the 
auditor’s work has been performed with 
due care; not merely whether proper 
procedures have been employed, but 
beyond that whether, under all the cir- 
cumstances of a case, those procedures 
have been properly applied and coordi- 
nated. As to the field work, these 
questions are, of course, directed to the 
auditing procedures of the auditor, 
whereas, in the reporting thereon, they 
are directed to the accounting proce- 
dures of the client, while in both cases 
they propound the further question as 
to whether specific disclosures may be 
additionally required. It is the func- 
tion of the cumulative case studies of 
the committee's future activities to seek 
proper answers to those questions. 


Gor 


Who Writes the Annual Report? 


Emphasizing the importance of the annual corporate report as a medium for supplying 
important business information to the public, the American Management Association recently 
suggested that the following executives might well participate in its preparation: 1. The 
controller or treasurer to furnish the financial source data, supervise their use, and make the 
final check; 2. The public-relations executive, who will be responsible for understandable 
and attractive presentation, and may assume the broader responsibility of passing on the 
report from the viewpoint of public acceptance; 3. The lawyer to check the language in 
regard to certain legal aspects; 4. The certified public accountant to testify to the nature of 
the financial statements; 5. A person closely concerned with industrial relations to con- 
tribute information on ovggl matters, especially if the report is to be addressed to employees 
as well as to stoc ckholders ; The company president and/or chairman of the board to make 
final decisions; 7. A high officer to coordinate the preparation, perhaps in cooperation with 
an administrative staff officer. Other executives, it is suggested, may cooperate depending 
on the specific purpose of the report. 

“Current Notes” in November, 1946, issue of 
The Journal of Accountancy. 
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Auditing Standards 


Standards for Field Work 
By Atvin R, JENNINGS, C.P.A. 


IELD WORK must meet the test of at 

least three standards—competence, 
independence, and due care. Compe- 
tence and independence are fundamen- 
tal and are involved in substantially all 
of the relationships between the auditor 
and his client and third parties. They 
are acknowledged and implicit and may 
be taken for granted. Hence, due care 
is the standard with which the author 
is peculiarly concerned in his field work. 

Question arises whether the author 
can ever be sure that the procedures 
which he plans to include in his exami- 
nation and their careful application 
will! be adequate to discharge his re- 
sponsibility of due care. While the 
requirements of due care may be tested 
hy reference to facts, the appraisal of 
those facts and their significance must 
remain matters of judgment and opin- 
ion. If it were not so, we would not 
now be discussing standards which, 
long since, would have been reduced 
to rules as inflexible and arbitrary as 
those which govern the measurement 
of space and time. It therefore follows 
that although the auditor may have 
reasonable assurance of the adequacy 
of his program, he seldom, if ever, can 
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obtain absolute certainty. Except in 
elemental situations where a complete 
examination of all details is required 
and undertaken, it would appear that 
the auditor would be guilty of contem- 
plating more work than could be justi- 
fied if he seeks to plan his engagement 
so that he may be absolutely sure it 
will meet the tests of due care. 

If he cannot secure certainty, he can, 
by pre-judging the implications of due 
care, at least obtain a satisfactory and 
workable degree of confidence. A de- 
pendable beginning can be made by 
analysis of the meaning of due care, the 
substance of which is expressed in the 
quotation presented by the previous 
speaker. 

The first conclusion which we may 
deduce is that the requirements of due 
care are matters of opinion and not 
fact. The second is that tests of due 
care must be made with regard to the 
facts of a particular case. It neces- 
sarily follows that the circumstances * 
pertaining in a case in point cannot be 
ignored, On the contrary, they are the 
substance from which conclusions, if 
sound, must be drawn. 

It thus becomes evident that the im- 
plications of the general standard of 
“due care,” when applied to field work, 
engender still other standards which 
serve to measure the quality of the 
work done. These standards of per- 
formance have tentatively been desig- 
nated as: 

1. Adequacy of preparatory plan- 

ning of field work. 

2. Proper evalution of the existing 
internal control for reliance 
thereon and for the determination 
of the resultant extent of the tests 
to which auditing procedures are 
are restricted. 

3. Competence of evidential matter. 

The three standards cited to a great 
extent are interrelated and interde- 
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pendent. The same _ circumstances 
which would be germane to a deter- 
mination of whether one of such stand- 
ards has been met may be equally ap- 
plicable to a test of a second. For 
example, the elements of “risk” and 
“materiality” are later discussed in re- 
lation to the adequacy of planning. 
Both are at least equally pertinent to 
proper evaluation of internal control. 


Adequacy of Planning 

A prerequisite to planning, especially 
in the case of new engagaments, is a 
broad appraisal of the pertinent facts 
which will become more detailed as the 
work progresses. Whatever the scope 
which ultimately may be decided upon 
and without regard to the specific pro- 
cedures which may be selected within 
that scope, the standards of planning 
would appear to concern the timeliness 
of the procedures and the orderliness 
of their application. 

The timeliness with which auditing 
procedures are undertaken concerns 
the need—all with reference to the de- 
gree of internal control existing—of 
simultaneous examination, for exam- 
ple, of cash on hand and in banks, se- 
curities owned, bank loans, etc. It may 
involve reliance upon the element of 
surprise, the need of establishing con- 
trol over assets readily negotiable, ef- 
fective coordination of various phases 
of audit work, and the establishment of 
a proper cut-off at a date other than 
the effective date of the examination. 

The need of orderliness with which 
procedures are carried out is apparent 
in the application of the accepted audit- 
ing procedures of inventory observation 
and inventory testing. Proper prelimi- 
nary review of proposed inventory pro- 
cedures, as planned by the company, is 
essential for this purpose as is proper 
coordination of the receipt and ship- 
ment of goods and of goods on consign- 
ment, etc., with the books on account 
and with the physical inventories. 


Materiality and Relative Risk 
Perhaps two of the most fundamen- 
tal of the circumstances bearing upon 
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the adequacy of planning in any situa- 
tion are the existing degrees of materi- 
ality and relative risk. Here we en- 
counter a mutuality in terms which de- 
fies separate consideration. For pres- 
ent purposes it is doubtful if materiality 
has any practicable meaning apart from 
risk, and relative risk is a mere aca- 
demic concept when not accompanied 
by materiality. 

It follows that materiality and rela- 
tive risk are primary factors not only 
as to the engagement as a whole but 
also as to the various assets, liabilities, 
and other items which are to be sub- 
stantiated. Cash and those assets which 
are readily convertible into cash neces- 
sitate audit procedures which differ 
from those properly applied to other 
assets not having the same character- 
istics as, for example, plant. Much has 
been written concerning the auditor’s 
responsibility for discovery of defalca- 
tions and other irregularities. It seems 
fairly well established that his respon- 
sibility depends to a large extent upon 
the nature of the examination which 
he is making. It has been affirmed that 
so-called balance-sheet examinations are 
not undertaken for the purpose of dis- 
covering irregularities. Although the 
auditor may be able to establish a back- 
ground which may result in legal sup- 
port for that point of view, he will, 
if prudent, and notwithstanding his 
own convictions on the question, give 
thought to the relative risk of misstate- 
ments through undisclosed irregulari- 
ties involving liquid assets. Again, the 
relative possibilities of substitution of 
similar or identical types of assets must 
be weighed by the auditor. For this 
reason, as previously pointed out, he 
makes sure that negotiable securities 
and the like are under his control at 
the time he is substantiating cash. 

One of the characteristics of accounts 
receivable in certain types of businesses, 
as, for example, public utilities, is the 
existence of a relatively large number 
of accounts arising from residential ser- 
vice. Ordinarily, the balance in any 
inditidual account is trivial. The risk 
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Auditing Standards—Standards for Field Work 


of material error is manifestly much 
less than in those cases where the total 
accounts receivable are represented by 
relatively few accounts having large 
individual balances. Accordingly, cir- 
cularization of consumers in public 
utility examinations is undertaken as 
a test upon the functioning of the in- 
ternal control of the company rather 
than as a check upon the client’s repre- 
sentations as to the authenticity of the 
accounts. Thus, materiality has a very 
direct bearing upon risk. Those matters 
which could be most material neces- 
sarily require the greatest degree of 
certainty. This does not necessarily 
mean that the most material items 
will require the greatest expenditure 
of audit time nor, conversely, that the 
least material items can be substan- 
tiated most quickly. It often happens 
that the auditor is confronted with a 
condition in which the exercise of due 
care make necessary an extended pro- 
gram of work which, superficially, 
seems out of all proportion to the 
amount of money involved. 

It is standard procedure for depart- 
ment stores and other retail establish- 
ments to deliver merchandise to cus- 
tomers without requiring receipts evi- 
dencing such delivery. This procedure 
leaves the seller very little useful evi- 
dence which he could produce to defeat 
claims of non-delivery. Such practices 
are not the results of oversight but 
result from an election to assume a 
calculated risk. The effort and expense 
involved in alternative. procedures, 
which are more satisfactory from the 
point of view of protection, have been 
determined to be excessive and out of 
proportion to the economic benefits to 
be gained by their adoption. 

It is one thing for establishments of 
the kind mentioned to forego full pro- 
tection based upon consideration of the 
expense attaching to alternative pro- 
cedures. It is quite another for the audi- 
tor to base his judgment on the same 
factors. It is exceedingly doubtful that 
the failure by an auditor to undertake 
a required procedure can ever be ex- 
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cused solely on the grounds that “it 
costs too much.” Nevertheless, one of 
the circumstances which may be justi- 
fiably considered in determining “re- 
quired” procedures is the economic 
factor of expense involved, particularly 
when this factor is properly evaluated 
in relation to the elements of risk and 
materiality. 

Observation of material amounts of 
inventories in many examinations 
might well be required procedures even 
though the inventories be located at 
points which are difficult and costly 
to reach. On the other hand, the pro- 
cedure of observation, inspection, or 
counting should not be applied blindly , 
to all inventories wherever located. The 
auditor, in establishing his program 
and deciding upon the points at which 
that procedure should be applied, prop- 
erly may consider the element of ex- 
pense. In general, the factor of expense 
should be considered in selecting one 
of several alternate procedures but 
should not be relied upon to justify 
failure to obtain reasonable grounds 
for an opinion. The auditor ¢annot 
afford the luxury of calculated risks! 


Evaluation of Internal Control 


It is recognized that the auditor, in 
formulating his program, is entitled to 


, give appropriate weight to the degree 


of internal control in force. The func- 
tion of internal control is to provide 
some measure of assurance that errors, 
intentional or otherwise, and irregulari- 
ties may be discovered with reasonable 
promptness, thus minimizing risk. Ade- 
quate evaluation of a system of internal 
control requires not only a knowledge 
of the procedures and methods in use 
and an understanding of their function 
and limitations but also a reasonable 
degree of assurance that the procedures 
actually are in use and operating as 
planned: 

The review of internal control is one 
of the most important of the steps in 
proper planning of the audit and must 
not be casually undertaken or care- 
lessly performed. Insofar as the cir- 
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cumstances permit, the auditor must 
independently develop a_ personal 
knowledge of procedures and methods 
in use. A systematic and clear record 
should be made of the facts developed 
by the review. In his record, the pru- 
dent auditor will make a clear distinc- 
tion between those facts which he has 
independently established and_ those 
which, by force of circumstances, he 
has accepted based upon oral repre- 
sentations. 

Assurance that the internal control 
is functioning as planned should be 
obtained as the audit procedures adop- 
ted are applied. For this reason many 
auditors prefer not to make a separate 
task of evaluating the internal control 
as a whole but rather to make their 
review of the controls applicable to 
the various assets, etc., while the related 
accounts are being audited. This cor- 
related approach makes it possible to 
amend the program of audit to suit 
prevailing conditions. 

One approach frequently employed 
in checking on the efficiency of the 
system of internal control is by tests 
made in relation to particular accounts 
and records. For example, certain ex- 
pense accounts may be selected and 
an assistant instructed to procure and 
examine all of the evidence supporting 
the entries in such expense accounts 
for a stated period or, to use another 
illustration, one of the books of origi- 
nal entry for a selected period may 
be subject to detailed exmination. Ex- 
tensive insight into a system of control 
also can be obtained by investigating a 
series of related transactions. Accord- 
ingly, an approach under which all 
phases of one class of transaction are 
subjected to tests is especially reward- 
ing. For example, review of the data 
supporting the various steps resulting 
from a requisition for materials, in- 
cluding the preparation of the purchase 
order, the record of the receipt of the 
material, the approval of the voucher 
for payment, payment therefor and 
the entering of the related entries in 
the books of account is usually more 
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revealing than the examination of 
vouchers or checks for a_ specified 
period of time. 

Where an internal auditing depart- 
ment exists, the independent auditor 
very properly accords that fact appro- 
priate weight in selecting and applying 
his auditing procedures. The advan- 
tages of strong internal auditing de- 
partments are becoming better recog- 
nized by many organizations of sufh- 
cient size to warrant interest in the 
subject. The tremendous expansion of 
volume and collateral details during 
the war, the shortage of trained clerical 
and other help and other circumstances 
accelerated the growth of interest in 
internal auditing. It reasonably may 
be expected that many organizations 
which, prior to the war, had no such 
departments will continue those created 
during the war on a scale commen- 
surate with postwar conditions. For 
this reason, it may be appropriate to 
repeat the word of caution which ap- 
peared in Statement No. 2 issued by 
the Committee on Auditing Procedure 
in December, 1939, from Which the 
following is quoted: 


“Internal auditing departments are an 
important part of the system of internal 
check and control, particularly where a 
concern has numerous plants or offices. 
The work of the internal auditor reduces 
the volume of testing and checking required 
of the independent auditor. However, the 
objectives, purposes, and points of empha- 
sis of the two are by no means parallel. 
An internal audit stresses particularly the 
accuracy of the bookkeeping records, the 
fact that they conform with standard ac- 
counting procedures of the concern, and 
the discovery of irregularities and possible 
shortages. The independent auditor also 
has these matters in mind but they are not 
his primary objective. He concerns him- 
self more particularly with the soundness 
of the judgments of the management as 
reflected in the financial statements and 
their conformity with generally accepted 
accounting principles and conventions. 
Furthermore, one of the safeguards of an 
independent audit is the fact that it is made 
by those independent of the concern under 
examination. For the reasons stated, an 
internal audit, however efficient, cannot be 
considered as a substitute for the work of 
the independent auditor.” 


December 
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Auditing Standards—Standards for Field Work 


Competence of Evidential Matter 

The bulk of an auditor’s work in 
obtaining information upon which he 
may base his opinions is in the ex- 
amination of accounting evidence. The 
test of the validity of such evidence 
lies in the experience and judgment of 
the auditor; in this respect it differs 
from legal evidence which is circum- 
scribed by rigid rules. In appraising the 
value of available evidence, the auditor 
must consider its historical background. 
Information which is developed as a 
matter of routine ordinarily may be 
accorded more reliance than might 
attach to casual memoranda. 

Unless the auditor has an under- 
standing of the system of accounting 
methods and procedures which are used 
by his client he cannot have a very 
clear idea of the character of support- 
ing evidence which may be available 
for his review. Under such circum- 
stances, although he may be embar- 
rassed, he should not be astonished 
if written evidence is later produced 
to refute oral evidence on which he 
has relied. 

To discharge the requirements of 
due care, the auditor must defer the 
selection of his procedures until he 
has obtained a dependable understand- 
ing of the available evidence and—of 
equal importance—formed some judg- 
ment as to its reliability. Although he 
does not profess to be an expert on 
forgeries, the auditor must be alert to 
recognize inconsistencies and apparent 
alterations which would reflect upon the 
value of the data. 

For convenience, accounting evidence 
may be divided into two primary cate- 
gories. The first would include data 
available internally, or within the cli- 
ent organization. The second would 
embrace the type of evidence developed 
outside the sphere of normal organi- 
zation records and routines. 

Examples of internal evidence would 
be the books of account and all of the 
collateral memoranda and documents 
incidental to and supporting recorded 
transactions, such as journal entries, 
checks, vouchers, invoices, bank state- 


’ 
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ments, contracts, and minutes of board 
meetings. The auditor’s examination 
of the internal evidential matter is 
accomplished through his tests. There 
is no magic formula by which a proper 
degree of testing may be established 
any more than there is a uniformly 
satisfactory method of selecting the 
audit procedures which are appropriate. 
Tests made haphazardly are without 
significance and will be of little com- 
fort to the auditor who is called upon 
to demonstrate that he has exercised 
due care in his examination. The ob- 
jective of testing is to determine 
whether reliance may be placed upon 
the client’s representations as expressed 
in the books of account and financial 
statements. The appropriate degree of 
test will be that which may reasonably 
be relied upon to bring to light errors 
in about the same proportion as would 
exist in the whole of the record being 
tested. 

External evidential matter would in- 
clude corroberative testimony devel- 
oped by the auditor as, for example, 
(a) Confirmations requested from ex- 

ternal sources; 

(b) Inspection or observation by the 
auditor of the physical existence 
of assets; 

(c) Inquiries directed by the auditor 
to various officials and employees 
in connection with required lia- 
bility certificates, etc. 

A brief reference to these procedures 

will assist in a comprehension of this 

phase of the subject. 


Confirmations 

Substantiation of material amounts 
of cash on deposit requires the obtain- 
ing of direct confirmations from the 
depositary. Determination of both the 
bona fides of the depositary and the 
availability of the cash balances are 
inherent in a proper procedure. Ex- 
amination of receivables requires direct 
communication with debtors where 
such procedure is practicable and rea- 
sonable, the method and extent thereof 
being dependent upon the circum- 
stances. Where securities and portions 
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of inventories are held by outside cus- 
todians, confirmations obtained from 
custodians are valueless unless there is 
reasonable evidence of the bona fides 
of the custodians. Liabilities to banks, 
trustees, and mortgagors (and to others 
where deemed necessary in the cir- 
cumstances) require confirmation by 
direct communication with the credi- 
tors; likewise, outstanding stocks and 
bonds are confirmable by communica- 
tion with registrars and/or transfer 
agents where such exist. 

The observance of proper standards 
in this respect would include due re- 
gard to the end to be served by the 
confirmation requested. Two examples 
may be given to illustrate the thought: 

(1) In a question of whether re- 
ceivables should be confirmed by posi- 
tive or negative confirmations, there 
is no justification for reliance upon 
a non-response to a negative confirma- 
tion where, equally, no response was 
to be expected to a positive confirma- 
tion. During the war, amounts receiv- 
able from the United States Govern- 
ment were found to be not susceptible 
of confirmation because government 
agencies declined to confirm. In such 
situations a negative confirmation 
would not be a purposeful use of the 
confirmation procedure. Similar in- 
stances may well confront the auditor 
in attempted requests from certain 
large suppliers. 

(2) In the case of confirmation re- 
quests covering receivables on the one 
hand and payables on the other, there 
is a significant difference to be con- 
sidered. In the case of receivables, 
where the asset may be claimed as 
being stated at least in its entirety (the 
objective of confirmation being the 
possible decrease of the claimed asset), 
the confirmation procedure may be ex- 
pected to serve its legitimate purpose. 
This is not true, however, in the case 
of the payables; even a 100 per cent 
confirmation of all recorded payables 
may prove nothing with regard to the 
substantial omission from the books 
of a liability that was not recorded but 
should have been. As a proper standard 
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for observance, therefore, the auditor 
should not accord the same conclusive- 
ness to confirmation of payables as he 
would to confirmation to receivables, 


Inspection or Observation 

Inspection or observation adds con- 
clusiveness to the substantiation of cash 
and securities on hand and inventories 
on the premises. Materiality of amounts 
and the prcticability and reasonability 
of application of the procedure are 
factors which demand careful judg- 
ment as they are determinants of the 
steps which may be applicable under 
the circumstances. 

Specific Inquiries 

One of the auditor’s most difficult 
tasks is the ascertainment of liabilities 
to which no direct reference appears 
in the accounts. Many auditors ask 
their clients for written assurances that 
all known liabilities have been recorded 
in the books. Inquiries are also standard 
procedures to elicit the existence of 
contingencies and recourse to pledging 
of assets. Such inquiries, and the re- 
sponses obtained, are not to be consid- 
ered as a substitute for, but rather as a 
complement of, a proper examination. 
The auditor must avail himself of every 
reasonable recourse which will afford 
substantiation of information devel- 
oped by inquiries. 

For the same reasons that the audi- 
tor’s correspondence files should con- 
tain a clear history of the basis on 
which each examination is undertaken, 
the audit working paper files should 
comprise an unambiguous history of 
the planning, execution, and super- 
vision of the audit details. As noted, 
it is regarded as sound practice to in- 
clude a record of the investigation 
made of the adequacy of internal con- 
trol and other factors considered in 
selecting the procedures adopted. A 
satisfactory set of audit records is at 
lease presumptive proof of an engage- 
ment completed in a professional man- 
ner. The absence of such records may 
be presumptive evidence to the contrary 
if the standards of field work are 
challenged. 


December 
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Auditing Standards 


Standards of Reporting 


By Joun A. Linpguist, C.P.A. 


. ultimate objective of the exam- 
ination of the financial statements 
by the independent certified public ac- 
countant is the expression of an opinion 
respecting the statements. The report 
or “certificate”, the last a term that 
survives like a hardy weed, though 
wholly inappropriate in virtually all 
cases, is the medium through which the 
independent certified public accountant 
expresses his opinion on the financial 
statements that have been subjected to 
his auditing procedures. In this dis- 
cussion only the reporting on examina- 
tions of financial statements will be con- 
sidered, and particularly the so-called 
“short form” of report. Reports on 
speciai investigations or on other kinds 
of engagements will be disregarded. 

In most cases in which a report is 
made on financial statements for pub- 
lication the so-called short form is used. 
That form as set forth in “Extensions 
of Auditing Procedures” centers the 
accountant’s opinions on 


(i) fairness of presentation by the 
statements of position and results of 





Joun A. Linpgutst, C.P.A., is a 
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Director of the Society and was 
chairman of our Committee on Au- 
diting Procedure. He is also a 
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of its Committee on Auditing Pro- 
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This paper was read by Mr. Lind- 
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operations in accordance with gener- 
ally accepted accounting principles, 
and 

(ii) consistency of application of 
these principles. 
There also are included, as a pro- 


logue, as it were: 


(i) a statement of the scope of the 
examination, and 

(ii) representations as to whether 
or not the examination was made in 
accordance with generally accepted 
auditing standards applicable in the 
circumstances, and whether or not 
the examination omitted any proce- 
dure deemed necessary by the inde- 
pendent certified public accountant in 
the circumstances. 


In addition Rule 2.02 of Regulation 
S-X issued by the Securities and Ex- 
change Commission requires in reports 
on financial statements filed with the 
Commission, a statement as to 


“the nature of, and the opinion of the 
accountant as to, any significant differences 
between the accounting principles and prac- 
tices reflected in the financial statements 
and those reflected in the accounts after 
the entry of adjustments for the period 
under review.” 


The long form of report is generally 
distinguished from the short form by 
the inclusion in some cases of discus- 
sion of procedures followed, explana- 
tions or details of important items in 
the financial statements, etc. The 
standards of reporting, however, re- 
main the same whether the report be 
the “long form” or the “short form”. 

With the purpose of the independent 
certified public accountant’s report on 
financial statements in mind, it is evi- 
dent that the value of the report de- 
pends on the adherence to standards 
that can be summarized in the principle 
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of “The truth, the whole truth, and 
nothing but the truth.” 

While this is the desideratum, it 
should be clear that the expression by 
the independent certified public ac- 
countant of his opinion is no more than, 
and cannot be more than that of one 
rightfully entitled to express, an in- 
formed opinion. It should be empha- 
sized that in no sense is it a guarantee. 
The limitations of his functioning pre- 
clude the assigning to the independent 
certified public accountant of the re- 
sponsibility of a guarantor. In his ex- 
amination or audit the independent cer- 
tified public accountant by the use of 
selected procedures endeavors to assure 
himself of the propriety of the repre- 
sentations made in the financial state- 
ments by the issuer of the statements, 
and the accountant’s procedures are not 
to be regarded as equivalent to inde- 
pendent determination of the represen- 
tations contained in the statements. In 
the selection of his audit procedures in 
accordance with “generally accepted 
auditing standards applicable ini the cir- 
cumstances” the independent certified 
public accountant exercises his experi- 
enced judgment as a qualified profes- 
sional person; but this judgment 
cannot be assumed to be infallible. 
Unusual circumstances such as extra- 
ordinarily extensive collusion may in 
hindsight appear to indicate error of 
judgment, but that hindsight does not 
ipso facto impeach the quality of the 
independent certified public account- 
ant’s performance at the time he selec- 
ted his procedures. 

In what has gone before attention 
has been centered on the broad philos- 
ophy of the standards to be observed 
by the independent certified public ac- 
countant in reporting on his examina- 
tion of financial statements. It is now 
appropriate to consider in some detail 
the application of the standards to cer- 
tain phases of the independent certified 
public accountant’s report. These may 
be considered from the standpoint of 
independence, due care and the opin- 
ions to be expressed. 
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Independence 


The general standard previously al- 
luded to obviously requires complete 
disinterestedness on the part of the in- 
dependent certified public accountant 
in the formulation and the expression 
of his opinion. This implies independ- 
ence of judgment and objective con- 
sideration of facts as the determinants 
of the opinion. This does not mean the 
attitude of a prosecutor, but rather the 
impartiality of a judge and realization 
by the independent certified public ac- 
countant in expressing his opinion, of 
his triple responsibility to 

(i) the owners of the business, 
generally, in these days, the holders 
of equity securities of a corporation; 

(ii) creditors of the business, and 

(111) those who may become own- 
ers or creditors, relying in part upon 
the indepenent certified public ac- 
countant’s report, 


all as distinguished from the manage- 
ment of the business. 

The postulate of independence logi- 
cally requires that the independent cer- 
tified public accountant, if in his judg- 
ment the circumstances warrant, must 
be prepared to refuse to express an 
opinion if he believes that his examina- 
tion by reason of restrictions or circum- 
stances has not been such as to afford 
him a basis for an informed opinion, 
or his reservations or exceptions with 
respect to the financial statements are 
of such extent that attempt to express 
an opinion would be misleading in 
result. 


Due Care 


In formulating his opinion the inde- 
pendent certified public accountant 
must have due regard for 

(i) the scope of the examination 
made, and 

(ii) any exceptions which he con- 
siders necessary with respect to the 
accounting principles followed in the 
accounting of the issuer of the state- 
ments and reflected in the statements. 


December 
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Auditing Standards—Standards of Reporting 


In ‘Extensions of Auditing Procedure” 
adopted by the Institute at its 1939 
meeting it is said 
“That the independent certified public 
accountant should not express the opinion 
that financial statements present fairly the 
position of the company and the results of 
its operations in conformity with generally 
accepted accounting principles, when his 
exceptions are such as to negative the 
opinion, or when the examination has been 
less in scope than he considers necessary. 
In such circumstances the independent 
certified public accountant should limit his 
report to a statement of his findings and, 
if appropriate, his reasons for omitting an 
expression of opinion. 


The principle of the foregoing is reiter- 
ated at another point in “Extensions of 
Auditing Procedure’, when in refer- 
ence to omitted procedures it is said 
that 


. .. if... exceptions are sufficiently 
eal to negative the expression of an 
opinion, the auditor should refrain from 
giving any opinion at all, although he may 
render an informative report in which he 
states that the limitations or exceptions 
relating to the examination are such as to 
make it impossible for him to express an 
opinion as to the fairness of the financial 
statements as a whole.” 


The foregoing quotations point the 
necessity for due care and it will be 
noted, two circumstances are named as 
indication of conditions in the face of 
which the independent certified public 
accountant should not express an over- 
all opinion on the financial statements. 
These circumstances are 

(i) an examination “less in scope 
than he considers necessary” ; 

(ii) exceptions so pervasive that 
they in effect negative the opinion. 


Without the basis of an adequate ex- 
amination the independent certified 
public accountant lacks the fundamen- 
tals for formulating, let alone, express- 
ing an opinion. Ina case decided some 
years ago the highest appellate court of 
the State of New York found against 
an opinion on financial statements, be- 
cause, it said, the opinion purported to 
speak as of knowledge when knowledge 
there was none. 
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In some circumstances of pervasive 
exceptions, while an overall opinion 
cannot be given, it may be possible to 
express a limited opinion to the effect 
that outside of the excepted matters, 
the financial statements do reflect the 
application of generally accepted ac- 
counting principles consistently ap- 
plied. When that is done, however, 
the report must make clear beyond pos- 
sibility of a doubt that an overall opin- 
ion as to position or operating results 
is not intended. 

Due care also extends to clear dis- 
tinction of exceptions from explanatory 
matter or matters of information. Ex- 
ceptions should be expressed in the 
opinion, and in clearly understandable 
language and should in general be spe 
cific as to the matters to which they re- 
late. Explanatory matter or matters of 
information should preferably be given 
in footnotes to the financial statements. 


Opinions to Be Expressed 

The independent certified public ac- 
countant’s opinion, as has been pointed 
out, is presumed to be predicated on an 
adequate examination, one that has 
been made in accordance with “gen- 
erally accepted auditing standards ap- 
plicable in the circumstances” and 
which included all procedures deemed 
necessary. The report should therefore 
disclose if in any material respects the 
examination has, for any reason, not 
conformed to such standards or omitted 
any procedures deemed necessary. 
Such a situation, it will be recalled, may 
require an exception to the opinion or 
the withholding of an opinion. 

The particular aspects of the exam- 
ined financial statements to be dealt 
with in the independent certified public 
accountant’s opinion have previously 
been described as 

(i) fairness of presentation by the 
statements in accordance with gener- 
ally accepted accounting principles ; 
and 

(ii) consistency of application of 
these principles. 

The determination of whether “gen- 
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erally accepted accounting principles” 
have been adhered to requires the exer- 
cise of judgment on the part of the in- 
dependent certified public accountant, 
as well as knowledge as to what prin- 
ciples have found general acceptance 
even though certain of these in manner 
of application may have received only 
limited usage. An accounting principle 
may be found to have only limited em- 
ployment, but still have general accept- 
ance—for example—the sinking fund 
principle of depreciation accounting. 
Fairness of presentation, apart from 
relationship to generally accepted ac- 
counting principles requires considera- 
tion of adequacy of disclosure of mate- 
rial matters. Adequacy of disclosure is 
concerned with form and arrangement 
of statements; terminology used; 
amount of detail given; sufficiency of 
explanatory or descriptive matter ; clas- 
sification of items in statements; bases 
of amounts set forth, for example, with 
respect to such assets as inventories 
and plant; liens on assets; preferred 
dividend arrearages; restrictions on 
dividends ; contingent liabilities. This 
enumeration is not intended to be ex- 
clusive—merely indicative. Adequate 
disclosure also requires the reporting of 
material information necessary to make 
the statements not misleading. 
Adequacy of disclosure of material 
information should take into consider- 
ation, among other things, whether the 
representations made might be mislead- 
ing because incomplete. Mere verbosity 
in disclosure should not be mistaken for 
completeness; brevity of disclosure is 
often more helpful to the discerning 
reader than amplitude of words. What 
constitutes material information requir- 
ing disclosure in, or in connection with, 
financial statements, is for the inde- 
pendent certified public accountant to 
determine in the best exercise of his 
judgment. That later events may give 
greater importance to matters that at 
the time appeared to be of minor con- 
sequence does not, of itself, impugn the 
soundness of the auditor’s judgment. 
Foresight, and hindsight after the 
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event, cannot be admitted to be of equal 
weight in passing upon conclusions 
reached at the earlier time; hindsight 
should be eliminated from the factors 
by which the soundness of past conclu- 
sions are judged. Matters which the 
indepenglent certified public accountant 
deems of such significance as to require 
disclosure, if omitted from the financial 
statements or from footnotes thereto, 
should be included in his report or 
opinion. 

Consideration of whether or not ac- 
counting principles have received con- 
sistent application requires judgment 
exercise as to whether a change is (a) 
the proper consequence of altered con- 
ditions, (b) a change to a procedure of 
definite preference in general practice 
from one not enjoying such preference, 
though both procedures may be accept- 
able, or (c) is merely the choice, when 
two or more alternative procedures are 
available, of an alternative not dictated 
by change in circumstances and with 
possibly ulterior motives. Changes of 
the last mentioned type are sometimes 
adopted by issuers of financial state- 
ments merely because they bring about 
more favorable showings of operating 
results or presentation. Consistency 
of application of accounting principles 
should not be understood to mean re- 
fusal, as consistent, of changes in appli- 
cation made necessary by changes in 
operating conditions or other governing 
circumstances. 

A phase of the question of consist- 
ency in application of accounting prin- 
ciples is that of the significance, or ma- 
teriality of the effect, of a change. With 
respect to this the Securities and Ex- 
change Commission in Rule 3.07 of 
Regulation S-X requires that 

“If any significant change in accounting 
principle or practice, or any significant 
retroactive adjustment of the accounts of 
prior years, has been made at the beginning 
of or during any period covered by the 
profit and loss statements filed, a statement 
thereof shall be given in a note to the 
appropriate statement, and if the change 
or adjustment substantially affects proper 
comparison with the preceding fiscal 
period, the necessary explanation.” 
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Auditing Standards—Standards of Reporting 


The essence of this rule can well be 
taken by the independent certified pub- 
lic accountant as a guide in considering 
whether disclosure is necessary of 
changes in consistency in the applica- 
tion of generally accepted accounting 
principles, and the manner of making 
the disclosure. 


Conclusion 

In the foregoing there has been no 
attempt to do more than present 
broadly and in a general way, the stand- 
ards of reporting that should be ob- 
served by the independent’ certified 
public accountant in reaching, and 
stating, his opinion on financial state- 
ments examined by him. Obviously 
consideration cannot be given within 
the limits of this discussion to the in- 
numerable circumstances that can affect 
a particular opinion or report. The 
circumstances must be weighed by the 
independent certified public accountant, 
and, in the language of “Extensions of 
Auditing Procedure” determined “as in 
other phases of procedure requiring the 
exercise of his judgment.” 

In closing, a reminder of certain of 
the Institute’s “Rules of Professional 
Conduct” with respect to the report of 
an independent certified public acc era 
ant, would be in order. Paragraph (5) 
has this to say about an opinion on 
representations in financial statements 
which the independent certified public 
accountant has examined : 

“(S) In expressing an opinion on represen- 
tations in financial statements which 
he has examined, a member or an 
associate shall be held guilty of an 
act discreditable to the profession if: 


(a) He fails to disclose a material 
fact known to him which 1s not 
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disclosed in the financial state- 
ments but disclosure of which is 
necessary to make the financial 
statements not misleading; or 
He fails to report any material 
misstatement known to him to 
appear in the financial state- 
ment; or 
(c) He is grossly negligent in the 
conduct of his examination or 
in making his report thereon; or 
(d) He fails to acquire sufficient in- 
formation to warrant expression 
of an opinion, or his exceptions 
are sufficiently material to nega- 
tive the expression of an opinion; 
or 
(e) He fails to direct attention to 
any material departure from 
generally accepted accounting 
principles or to disclose any 
material omission of generally 
accepted auditing procedure ap- 
plicable in the circumstances.” 


— 


(b 


There is another of the “Rules of 
Professional Conduct” that bears on 
the: subject of a report, and that is 
found in paragraph 6, which reads as 
follows: 

“(6) A member or an associate shall not 
sign a report purporting to express 
his opinion as the result of examina- 
tion of financial statements unless 
they have been examined by him, a 
member or an employee of his firm, 
a member or an associate of the In- 
stitute, a member of a similar associa- 
tion in a foreign country, or a certified 
public accountant of a state or terri- 
tory of the United States or the 
District of Columbia.” 


Independence, competence, and due 
care, it can well be reiterated in sum- 
mary, all are fundamental standards to 
be ever borne in mind by the independ- 
ent certified public accountant in the 
planning and execution of an examina- 
tion, and the reporting thereon. 
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Taxpert’s Christmas 
By Lewis Gtuick, C.P.A. 


yy you see a man on the 25th of De- 
cember who looks rather glum, in- 
stead of radiating the proverbial cheer, 
he is not necessarily : 
(1) Suffering from 
Eve hangover; or 


a Christmas 


(2) Contemplating the department 
store bills that will come on Jan- 
uary 2nd, including the one for 
the plush smoking jacket he 
didn’t want anyhow ; or 

(3) Peeved because Mother won't 
let Dad play with the new elec- 
tric train he bought for Junior. 

No. He's probably a taxpert, con- 

templating the grim eleven weeks 
ahead. Perhaps he remembers the 


rhyme he learned in first grade: 
“As the days grow longer, 
The sun grows stronger.” 

Yes. His days will grow longer; 
from a normal eight or nine hours to 
ten, twelve, and a climactic sixteen or 
eighteen hours during the second week 
of March. But he will grow weaker. 
He wonders if he will survive at all. 

He knows (taxperts being well edu- 
cated men) that our Christmas is a 
continuation of old pagan festivals that 
celebrated the turning of the sun; the 
beginning of the time when that celes- 
tial body would slowly shine more and 
more each day. But what does more 
sunshine mean to the taxpert? Sunset 
does not come till six o’clock on March 
ninth (so it says in the World Alma- 
nac), a big improvement over the 4:35 
on Xmas day, but what will he see of 
it? He'll leave his office in dark night, 
and for the tenth year wonder why he 
hasn’t installed the cot he always 
swears he needs. 

Will he have an opportunity to ex- 
change the wall paper pattern ties he 
got today (Xmas) tomorrow? <A pro- 
fessional man can’t afford to be seen in 
such garish garb. Not’unless he is one 
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of the fortunate few whose office 
chances to be near the store his wife 
patronized. Because the week after 
Christmas is one of the busiest in the 
year, cliehts must be contacted and 
year-end inventory supervising (and 
taking) must be done. Staff assign- 
ments must be made, to keep impor- 
tunate clients quiet ; and new tax serv- 
ices scanned to see what they contain. 
Old files of working papers must be 
dusted off, and arranged for speedy use 
after January first. Young juniors 
(and sometimes old staff members) 
must be kept contented, allowed to 
leave early or come in late so that they 
can attend their fraternity vacation 
dances and reunions. Ski enthusiasts 
must be placated about not being per- 
mitted to go to the Green or White 
mountains to indulge in their favorite 
form of suicide. 

And every night, when he _ has 
dragged his weary self homeward, he 
must listen to, “Now for goodness 
sakes, get home in time on New Year's 
Eve. Every year I’ve got to go out to 
the party alone, and you come drifting 
in just when it’s breaking up. Can't 
you get somebody else to count those 
stupid stocks and bonds?” 

Well, this year anyhow, the auditor 
who has Stock Exchange clients on a 
calendar year basis will have a slightly 
easier time. One hundred per cent mar- 
gins will help lighten his load. But 
what the C.P.A. or other taxpert wants 
for Christmas is fiscal (natural busi- 
ness) years for his clients. The fiscal 
year is too much like Mark Twain's 
weather ; too much talk, and no action. 

The Internal Revenue Code, and its 
predecessor statutes, permits fiscal 
vears. What we need is mandatory 
fiscal years where they will fit. So here- 
with the writer gives you a couple of 
Christmas gifts, in the form of pro- 
posed legislation which will accomplish 
the purpose: 
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Taxpert’s Christmas 
For the New York State Corporation duty of the Commission, within one year 
Law of this amendment, to determine what is 
Every new corporation shall operate on the natural business year for all major 
a fiscal year, beginning on the first day of lines of business, taking into account cli- 
the month in which it is chartered, unless, matic and geographic differences, and to 
ice within 90 days thereafter, the directors, by report thereon. Thereafter, every new 
ife affirmative action, set a different fiscal year, business shall operate on such fiscal year ; 
er and obtain permission from the State Tax and every business now in existence, may 
; Commission to use such fiscal year. The change to such fiscal year by merely noti- 
ae State Tax Commission shall have the right fying the Commissioner of Internal Rev- 
nd to refuse any such request which does not enue. The sum of $100,000. is hereby 
nd demonstrate that the fiscal year requested appropriated to defray the expenses of the 
n- is the natural business year for the busi- Commission. 
vr- prised Pid Fpl corporation has been Is it necessary to point out how easy 
v= ‘ the changeover will be? Maybe by 1952 
in. For the Internal Revenue Code taxperts can really enjoy 
be There is hereby created a “Commission : 
se on the Natural Business Year,” to consist A Merry Christmas 
rs of the Commissioner of Internal Revenue, 
5) one member of the Securities and Ex- . and 
change Commission, and one member of 1 
to the Federal Reserve Board. It shall be the A Happy Nem Year! 
Cy 
on 
ts 
r- 
te 
te HD 
as 
ne 
ss 
’s 
to Transaction Groups as a Basis for 
ig : 
ks the Review of Internal Control 
se : : . . 

It has been pointed out by one of our contributors that the review of internal 
™ control or other program of tests and interim audit work can advantageously be built 
‘ around the five major groups of external transactions, which are as follows: 
ly “1. Assumption of liability for acquisition of materials, merchandise, services, or 
r- facilities wherein the voucher is usually a creditor’s invoice which must be 
1t entered on a summary for end-of-month posting to effected controls; 
ts “2. Discharge of liability or cash disbursement, with cleared bank check as the 
5 voucher; 
al , aah sal 
4o “3. Sales on account with duplicate prenumbered customer’s invoices or shipping 
"1 manifests as the voucher; 
ts “4 Collections on account or cash receipts supported variously with customer’s 
al remittance advices, mail lists, and duplicate deposit slips; 

J “5. Salaries and wages, supported by cleared payroll checks, time cards, employ- 
f ment contracts, minute book, etc.” 

) 

i from—Auditing Practice Forum, Edited by Vicror Z. BRINK. 
h The Journal of Accountancy for September, 1946. 
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Differential Costs 
By Earu A. Satiers, C.P.A. 


som word “differential” possesses 
such a variety of meanings that 
its connotation used in connection with 
“costs” requires some attention. An 
increase or a decrease in production 
may be regarded as a differential and 
it naturally gives rise to the question of 
its effect on cost. Two periods are 
necessarily involved in the considera- 
tion of differential costs, since within 
a given period there can be no dif- 
ferential. To differentiate means to 
compare. Naturally, in a given enter- 
prise, cost comparisons can be made 
only between two periods, however 
long or short, since comparing costs 
within one period with themselves is 
like comparing unity with unity. 
Differentials are not necesarily com- 
parisons between present and future 
costs ; but since business men are parti- 
cularly concerned with costs of the 
immediate future as compared with 
present costs, it is natural that the dis- 
cussion of differential costs be restricted 
to a comparison of costs of a given 
period with those of the period lying 
in the immediate future. It is here 
that the possibility of betterment lies, 
because the question of increasing or 
decreasing output revolves around the 
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question of profit or loss for the next 
period as compared with that of the 
present period. In one form or another 
this question arises in connection with 
the operation of all capitalistic enter- 
prises as well as all institutions whose 
successful continued maintenance of a 
proper relation between income and 
expense determines their financial suc- 
cess or failure. 

In its essentials the problem may be 
stated thus: viewed from the present 
level of activity, what will be the effect 
on costs if output is increased ten, 


twenty, or thirty per cent; or if out- 


put is decreased ten, twenty, or thirty 
per cent? 

Since it is almost always the effect 
changes in production in the next 
period will produce that is of interest, 
the expression “statistical outlook” em- 
ployed by F. B. Makin, an English 
writer, is particularly apropos when 
reference is had to forecasted results 
at various anticipated levels of pro- 
duction. 

Unfortunately, the problem is not 
solved when the effect of estimated in- 
creased or decreased production on 
costs has been computed, since no 
analysis is complete which does not 
take into account the change in sell- 
ing price of those commodities which 
would be produced if the present level 
of production were continued, but which 
must be sold in a market that has 
been “spoiled” as the result of dump- 
ing thereon additional increments of 
output. 

The extent to which a market may be 
spoiled by the sale of additional units 
of output depends on factors not of an 
accounting character. If the increased 
output is sold entirely in a foreign 
market, or if it is sold through an 
appeal to a domestic market different 


Nore: The author desires to acknowledge assistance from the following members of 
his seminar: A. I. Boudreaux, H. N. Carter, F. Fournet, E. E. Hyatt, D. G. Lunsford, Jr., 


J. M. Nicholson, and W. W. Waggenspack. 
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Differential Costs 


from the one in which the regular out- 
put is marketed, spoiling the market 
may be partly or wholly avoided. There 
is also the possibility of camouflaging 
the increment of output so that it will 
appear not to be in direct competition 
with goods heretofore placed on the 
market. However, in general, the ad- 
verse effect on markets of increased 
output cannot be ignored. The extent 
of this adverse effect is cancelled 
against what would otherwise be the 
profit derived from increments in out- 
put costed on a differential basis. One 
authority goes so far as to say that 
“If additional production results in 
lower prices for all units, true differ- 
ential cost must include the loss re- 
sulting from such price reduction.””! 

Since differential costs referred to 
here are anticipated costs, they are, at 
the date of consideration, merely anti- 
cipatory statistics, being forecasts of 
what may become actual costs. Obvi- 
ously, if costs are anticipated on, say, 
three levels of production, all three 
anticipations cannot become a reality; 
in fact, it is not likely that the pattern 
of any one of the anticipated levels will 
find its exact counterpart in actual pro- 
duction when anticipation is trans- 
formed into reality by passage of time, 
because there is almost certain to occur 
some variation from anticipated costs 
at whatever level production is carried 
out. Also, there is likely to occur some 
deviation from anticipated labor and 
material costs. 

Expenses are considered as (a) fixed 
or (b) variable; but as to fixed ex- 
penses it should be noted that they are 
usually fixed in a relative sense only. 
Observation indicates that fixed ex- 
penses usually vary either (a) in pro- 
portion to varying size of plant, or 
(b) not in proportion to changing plant 
size, but definitely in relation to chang- 
ing plant size. 

An absolutely fixed expense does not 
vary with changing plant size. Few, if 
any, examples of such expense exist. 





Most so-called fixed expenses vary 
more or less in proportion to size of 
plant. Illustrations are interest and de- 
preciation. It appears that most “fixed” 
expenses do not vary proportionately 
with plant size but, in one way or 
another, in some relation thereto. 

Perhaps the word “fixed” is a mis- 
nomer, because practically all “fixed” 
expenses vary in some way or other 
with varying plant size, but not usually 
exactly in proportion to varying plant 
size. 

The so-called variable expenses vary 
with production, but not necessarily 
in proportion to production. In sum- 
mary, it is perhaps nearly correct to say 
that all expenses are variable, but that 
one group varies with plant size, the 
other group with production. 

As has been stated, differential costs 
usually refer to future production, 
hence do not appear on the accounting 
records. Differential costs usually re- 
late to the next period; but once that 
period is achieved, differential costs, 
adjusted to some extent, become actual 
costs of production. Such costs may be 
more or less than the costs of the pre- 
ceding period which served largely as a 
basis for estimating them. 

The problem is to estimate costs of 
projected increased production by re- 
lating such projected increased produc- 
tion to present production, the cost of 
which is known. Future costs of pro- 
duction at any level can be forecasted 
with reasonable accuracy if all pertinent 
factors which determine future costs of 
production at any level can be esti- 
mated. Consequently, differential costs 
are an important consideration in bud- 
geting, not only in manufacture, but 
also in commercial and _ institutional 
enterprises. 

Various assumptions are sometimes 
made relative to cost trends at stated 
levels of future production. One is 
that differential costs will be less with 
each increased level of production until 
full capacity is rexched. Such assump- 


1R. D. Haun in N.A.C.A. Bulletin, October 1, 1933. 
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tion is not justified, because with each 
increase in the production level, certain 
factors become more favorable, others 
less favorable. It is the combining of 
favorable and unfavorable factors, at a 
given level of production, that deter- 
mines what differential cost at each 
level will be. 

When production is forecasted at 
various levels, at some stage differential 
cost will be found to exceed average 
cost for the present period. It follows 
that at that level the unit cost for the 
next period will exceed the unit cost 
of the current period. 

When forecasted differential costs 
exceed present average costs, either 
plant capacity will have been exceeded, 
or some factor of cost will have become 
excessive ; and further increased output 
with available facilities will be increas- 
ingly costly, hence should not be under- 
taken without first adding to plant or 
removing the excessive cost factor, thus 
bringing about a material reduction in 
differential costs. 

It must be remembered that differen- 
tial costs do not serve as a basis for 
estimating profits to be realized thereon 
until such costs are increased by the 
losses arising from market exploitation 
incident to disposing of the increased 
output. Of course, additional demand 
may be created by advertising; or the 
demand may arise from some new and 
unusual source, such as exploration, 
war, or colonization. 

Differential costs provide danger 
signals so that increased average costs 
resulting from overproduction with 
present facilities may be avoided. 

Differential cost procedure consists 
in making such statistical analyses as 
will provide the information desired 
concerning costs at anticipated levels 
of output. Cost accountant, statistician, 
engineer and manager must cooperate 
in collecting the required data and in- 
terpreting the results. As each item 
entering into cost is studied a twofold 
breakdown is made along the lines indi- 
cated, i.e., costs which vary primarily 
in relation to a plant size and costs 
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which vary primarily in relation to 
production. 

The accompanying chart is intended 
to show differential cost and unit cost 
of production at different estimated 
rates of production. It is purely hypo- 
thetical, but if actual data were avail- 
able it would result merely in a re-loca- 
tion of the various lines. The assumed 
data are such as to represent results 
that might reasonably follow from an 
increase or a decrease in production. 
As assumed, the data result in loss 
when future estimated production is 
decreased and in at least a gross profit 
after future estimated production is in- 
creased beyond approximately 3900 
units. 

An unsettled problem in differential 
costing is the treatment of overhead. 
It must be recognized at this point that, 
subject to compulsory laws, policy must 
always largely govern the inclusion or 
exclusion of some elements of cost in 
the differential output. Obviously, the 
provisions of the Robinson-Patman Act 
and fair-trade laws cannot be ignored. 
But in selling abroad the laws that gov- 
ern domestic trade do not apply. Hence, 
costs for one purpose may differ from 
costs for other purposes. This is an 
opportunistic interpretation, but is 
borne out by the facts of the business 
world. 

The import of the various fair-trade 
laws is to the effect that a business man 
must not sell below his cost to manu- 
facture. Basically, this appears to be 
an entirely sensible requirement which 
business men would be glad to conform 
to. The apparent import of such laws 
is to compel a business man to conserve 
his capital. Nevertheless, in foreign 
trade especially, there may be induce- 
ments to sell on the basis of differential 
cost which does not include overhead, 
this being wholly absorbed in output 
sold in the domestic market. Hence 
arises the important question whether, 
under any conditions, output of a given 
period must all be costed on the same 
basis, especially as regards overhead, or 
whether, legal considerations aside, the 
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increment in output over and above the 
preceding year’s output, may be costed 
on a different basis, say by excluding 
overhead. This means, of course, that 
all overhead would be absorbed by the 
output as measured by last year’s pro- 
duction, the differential output being 
correspondingly cheapened. Admit- 
tedly, such procedure would be strictly 
opportunistic, not justified by ordinary 
tenets of costing. This is true, even 
though the differential increment neces- 
sitates little or no increase in overhead 
cost. Possibly a moral problem is in- 
volved, but since the only determining 
factor outside the costing division is 


law, the moral factor need not be con- 


sidered here. 


Dumping goods abroad avoids spoil- 
ing the home market. By regarding 
the increment in production as intended 
primarily to be sold to meet foreign 
competition and by cheapening such in- 
crement in ways that will not affect the 
quality of the regular output, it is evi- 
dent that such cheapened output must 
be costed separately from the regutar 
output. To what extent this separate 
costing would justify the exclusion of 
overhead is an unsettled question; but 
the separate costing does at least sug- 
gest that special rules relative to treat- 
ment of overhead might be invoked. 
The difficulty of determining cost of in- 
dividual units of output is emphasized 
in the following quotation: 


“Tt is the contention of this writer 
that the working out of such rules in 
any compelte sense is impossible and 
that, therefore, the rule against sales 
below individual cost is chimerical and 
incapable of enforcement. The inevita- 
ble result is the substitution, at the best, 
of loss limitation, as seems to have been 
done in California, or, at the worst, of 
price-fixing, which was done under the 
N.R.A."2 





As regards the Robinson-Patman 
Act, which is an amendment to Section 
2 of the Clayton Anti-Trust Act of 
1914, it does not attempt to fix prices 
or regulate selling below cost. Viola- 
tions rest on (1) discrimination in 
price between customers which cannot 
be justified by differentials in the costs 
of serving the customer, as against the 
costs of serving other customers, and 
(2) the discrimination must be one 
with the effect of lessening competition 
or to injure, destroy, or prevent compe- 
tition with the person who grants or 
knowingly receives the benefit of such 
discrimination or the customers of 
either seller or buyer. 


As E. A. Camman states :° “The dis- 
tinction between the cost-protection 
doctrine and the provisions of the Rob- 
inson-Patman amendment should be 
reiterated. This act does not purport 
to tie ‘prices to cost; it requires that 
price differentials shall be commensur- 
ate with cost differentials, which is an 
entirely different proposition.” 

It may be stated that the thought of 
the House and Senate committees, as 
expressed in their reports, is to the ef- 
fect that differential costs cannot be 
used as a basis for price discrimination ; 
that, as stated in the Senate commit- 
tee’s report, “no particular customer 
should be permitted distinctively to 
claim the benefit, nor required distinc- 
tively to bear the burden, of the imme- 
diate use or non-use of facilities which 
the seller must maintain for his busi- 
ness generally.”4 


It may be noted here that Section 1 
of the Robinson-Patman Act limits its 
application to “use, comsumption, or 
resale within the United States.” Ap- 
parently, exporters are not regarded as 
in competition with domestic purchas- 

s, hence not subject to the controls of 
the Act. 


2 Herbert F. Taggart, “Minimum Prices Under the N.R.A.”, Michigan Business Studies, 


Vol. — No. 3, pp. 157- 158 


A. Camman, “Relation of Costs to the Determination of Selling Prices”, Journal 


AP ee ee Vol. 66, No. 1, p. 16. 
4H. C. Greer, 
Accountancy, Vol. 65, p. 485. 
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“Differences in Cost as a Basis for Price Differentials”, Journal of 
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Accounting and Auditing Procedures for a 


High School General Organization 


By Davin Gorpon 


On August 31, 1944, the total assets 
of the general organizations of the fifty- 
four day academic high schools of the 
City of New York amounted to 
$848,601, of which $43,443 was cash. 
The total liabilities were $297,602, and 
the total surplus was $550,999. 

For the term ending June 30, 1944, 
cash collected from students for general 
organization activities amounted to 
$579,600, while expenditures for all ac- 
tivities were $526,000. 

The size of these General Organiza- 
tions and the extent of their operations, 
as revealed by these figures, show the 
necessity not only for sound financial 
management, but also for efficient and 
uniform accounting and auditing 
methods. . 


In this paper I shall attempt to de- 
scribe the operation of a suitable ac- 
counting system for this type of enter- 
prise, and to discuss certain phases of 
high school General Organization man- 
agement and financing. I shall also indi- 
cate, later, certain phases of the prob- 
lem of auditing these records. I shall 
not present anything theoretical but 
shall treat of a practical case, as illus- 
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trated by the system developed at the 
Walton High School. 


A Cooperative Venture 


The high school general organization 
is a cooperative venture embracing all 
extra-curricular activities. It manages 
and finances them. They may be di- 
vided into three groups: self-liquidating 
activities, subsidized activities and 
trust funds. The following is a classifi- 
cation of some of the extra-curricular 
activities : 

A. Self Liquidating Activities 
1. Publications 
2. Dramatic and Musical Perform- 
ances, and other forms of enter- 
tainment. 
B. Subsidized Activities 
1. G.O. Government 
2. Athletics 

3. Clubs and Other Group Activi- 

ties. 


C. Trust Funds 


1. Key Deposit Fund 

2. Combination Lock Deposit 
Fund 

3. Swimming Pool Fund 

4. Senior Class Fund 

5. Lost Book Fund 

6. Library Fine Fund 

7. Social Service Funds 

8. Student Aid Fund 


9. Teachers’ Interest Fund. 


Ownership and General 
Management 
Pupils and teachers who pay dues 
may become members of the General 
Organization. It is “owned” and man- 
aged by the members through the 
medium of a representative Assembly 
elected by the members, and by a Coun- 
cil consisting of class officers and 
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General Organization officers. The As- 
sembly, the Council, and every other 
activity are all supervised by a member 
of the school faculty appointed by the 
principal. 

Faculty managers of self-liquidating 
activities may make all disbursements 
necessary for the proper conduct of 
their activities. All appropriations 
made for subsidized activities must 
have the joint approval of the Assembly 
and Council. The faculty trustees of 
trust funds are empowered to make 
proper disbursements for their respec- 
tive accountabilities. 

Large expenditures made for the 
purpose of improving the school plant, 
and/or purchases of necessary school 
equipment (not provided for by the 
school budget), must have the approval 
of the Superintendent in charge of the 
High School Division. Examples of 
such expenditures are the purchase of 
instruments for the orchestra, purchase 
of athletic equipment, purchase of 
sound equipment, etc. When these are 
not carried as assets of the General Or- 
ganization, they are generally charged 
directly to surplus. 

The trustees of the funds of the Gen- 
eral Organization are the principal, the 
first administrative assistant, and the 
faculty treasurer. In dealing with these 
funds, they act as agents of the General 
Organization and, as such, must obey 
the instructions and orders of the gov- 
erning bodies thereof and the regula- 
tions of the High School Division of the 
Board of Education. They must exer- 
cise sound business judgment, a high 
degree of skill, and the utmost good 
faith. 


The Treasurer’s Office 


The treasurer’s office is the financial 
center of the General Organization. 
Funds from all sources are deposited 
with the treasurer and all payments for 
every activity are made through him. 
The office is operated upon sound and 
approved accounting and business prin- 
ciples. 

The treasurer, who is appointed from 
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the faculty by the principal, should have 
a thorough knowledge of sound ac- 
counting and business practice. 


Cash Receipts 


The treasurer receives all the money 
from all activities, counts the money, 
prepares a receipt in duplicate, gives 
the original receipt to the depositor, 
and keeps the duplicate in a bound book 
for accounting and auditing purposes. 

In business, it is always profitable to 
employ every device which will aid in 
discouraging dishonesty and in disclos- 
ing it whenever it occurs. In school, 
where pupil assistants aid in the collec- 
tion of money, it is essential to remove 
all temptation, particularly because of 
the ill effect upon the character of those 
tempted. The following methods are 
emloyed by the treasurer in auditing 
cash receipts: 

1. Tickets for dramatics, athletics, 
and other functions are numbered and 
accounted for by the treasurer before 
distribution to the sales squad. All un- 
sold tickets must be returned to the 
treasurer. The latter compares the 
amount of cash actually received with 
the value of the tickets sold. 

2. All unsold school and department 
publications must be checked by the 
treasurer and auditor. 

3. A system of issuing receipts is 
employed in the collection of member- 
ship dues, contributions to the Student 
Aid Fund, and subscriptions to school 
magazines and periodicals. Each “home 
class” has a class treasurer, who col- 
lects money for these activities, pre- 
pares a receipt in duplicate, issues the 
original receipt to the pupil paying the 
money, keeps the duplicate in a bound 
book, and deposits the money daily 
with the G.O. treasurer. These dupli- 
cate receipt books of the class treas- 
urers are collected once a week and 
compared with the cash actually re- 
ceived by the treasurer. 

All money received by the class 
treasurers, ticket sellers, newspaper 
salesmen, and faculty advisers must be 
deposited daily with the treasurer. The 
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latter issues a receipt to each person 
depositing money. The total cash re- 
ceipts are then deposited in the bank, 
daily. 

The same devices and procedures 
used in handling cash receipts in the 
main building are employed at all an- 
nexes of the high school. Each annex 
has an assistant treasurer whose duties 
include the collection, auditing, and de- 
positing of cash receipts from all 
sources at the annex. The assistant 
treasurer's receipts are prepared in 
triplicate, one issued to the depositor, 
one sent to the treasurer at the main 
building for accounting purposes, and 
one kept in a bound book for auditing 
purposes. The assistant treasurer also 
mails a copy of the daily bank deposit 
slip to the the main building. 

In selecting depositories for G.O. 
funds, the treasurer is bound to exer- 
cise his best judgment. The checking 
accounts should be large enough to care 
for current needs. Swollen checking ac- 
counts are not desirable because com- 
mercial banks do not allow interest on 
them. All cash not needed for operating 
purposes should be deposited in savings 
banks or invested in United States 
Bonds. 


Purchases 


The faculty advisers of self-liquidat- 
ing activities and the trustees of trust 
funds generally have the power to pur- 
chase everything needed for a proper 
administration of the funds. All other 
faculty advisers must receive an appro- 
priation prior to making any purchases. 
Appropriations may be made at the be- 
ginning of the term when the budget is 
adopted, or may be made by special vote 
of the governing bodies at any time 
during the term in order to underwrite 
an activity omitted in the original 
budget. 

All purchases are made through the 
school purchasing agent, a member of 
the faculty appointed by the principal. 
No faculty adviser of any extra-curri- 
cular activity may be appointed as pur- 
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chasing agent. The faculty advisers of 
the various school activities submit pur- 
chase requisitions to the purchasing 
agent furnishing the details concerning 
the purchase of merchandise or services. 
Wherever possible the purchasing agent 
obtains quotations from several com- 
peting vendors. An order blank is pre- 
pared in triplicate for all merchandise 
purchased. The original is given to the 
vendor; the duplicate is given to the 
faculty adviser in charge of the activ- 
ity; and the triplicate is kept on file by 
the purchasing agent. 


The Budget and Appropriations 


Few successful businesses or homes 
are run without a budget which is a 
statement of estimated income and ex- 
penses for a certain period, prepared at 
the beginning of the period. The income 
of previous terms, the school register, 
and the number and variety of activities 
are utilized to obtain an estimate of the 
income for the new term. In securing 
an estimate of the new term’s expenses, 
a study is made of the expenses of pre- 
vious terms, the needs of the activities 
as set forth by their faculty advisers, 
and the estimated income of the new 
term. 


All budgets are merely estimates. 
However, in order to prevent deficits, 
the income is generally underestimated 
and the expenses overestimated. The 
budget is prepared by the treasurer in 
consultation with the Council and is 
approved by the Assembly. 


When an appropriation is made, a 
notice (called an Appropriation Al- 
lowed form) is sent to both the treas- 
urer and the faculty adviser in charge 
of the activity. The treasurer keeps on 
file all Appropriation Allowed forms in 
order of serial number. A record of 
the appropriations made is also kept in 
an Appropriations Ledger. It consists 
of accounts, each devoted to an activity. 
On one side is entered the amount of 
the appropriation ; and on the other side 
the actual expenditure of money will be 
found. 
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Payment of Bills 


All payments are made by check. 
The treasurer at the main building pre- 
pares checks for all activities, including 
those at the annex. They are signed by 
the treasurer and countersigned by one 
of the trustees, usually the administra- 
tive assistant. If the treasurer is absent 
from school, the checks may be signed 
by the other two trustees. 

3efore an invoice is presented for 
payment, the faculty adviser of the ac- 
tivity must vouch for the following: 
(1) That an appropriation was made 
(the faculty adviser’s copy of the Ap- 
propriations Allowed form is attached ) ; 
(2) that the goods were ordered (some- 
times the faculty adviser’s copy of the 
Purchase Order is also attached) ; (3) 
that the goods were received in good 
condition; (4) and that the prices, 
terms and extensions on the invoice are 
correct. 

The annex faculty advisers mail their 
invoices to the treasurer at the main 
building, but keep a record of the date 
of the invoice, the name of the vendor, 
the amount of the invoice, and the activ- 
ity to be charged. 

After receiving a properly approved 
invoice from the faculty adviser, the 
treasurer (1) checks the computations 
thereon; (2) compares it with the ac- 
count or with other invoices issued by 
the same vendor, to determine whether 
it has been paid before; (3) checks it 
against the Appropriations Allowed 
forms and the Appropriations Ledger ; 
(4) prepares a Voucher (Pay State- 
ment) ; and (5) prepares the check. 

Except where a cash discount is of- 
fered or the terms are “net cash”, bills 
are paid once a month in order to de- 
crease the number of checks issued. 

The check with all supporting data 
is sent to one of the trustees, usually 
the administrative assistant, who signs 
the check after assuring himself that the 
invoice is properly supported by the 
underlying documents and that it has 
been properly approved for payment. 
The check is then returned to the treas- 
urer for his signature and for mailing. 
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Inventories 


Faculty advisers and department 
heads must keep accurate inventory rec- 
ords of all equipment purchased with 
General Organization funds. The fac- 
ulty member assigned by the principal 
to coach a particular athletic team must 
keep a perpetual inventory of all athletic 
material; the teacher in charge of com- 
bination locks must keep a perpetual 
inventory of all locks; etc. 

A physical inventory is taken once a 
year by the various faculty members 
in charge of each activity. 


Accounting Records 


The books of accounts, records and 
files of the treasurer consist of (1) 
Cash Receipts Journal, (2) Cash Pay- 
ments Journal, (3) General Journal, 
(4) General Ledger, (5) Trial Balance 
300k, (6) Book of Cash Receipts, in 
duplicate and numbered consecutively, 
(7) Appropriations Ledger, (8) Un- 
paid Invoice File, (9) Paid Invoice 
File, and (10) Other Files. 


Cash Receipts Journal: 


This is a multi-column book, its size 
depending on the number of activities 
from which receipts are obtained. The 
supporting records for the entries in 
this journal are the duplicates of the 
receipts issued to class treasurers and 
faculty advisers, who deposit money 
with the treasurer at the main building 
and at the annex. 


Cash Payments Journal: 


This is also a multi-column book, its 
size depending on the number of activ- 
ities for which payments are maue. No 
column is employed for Purchase Dis- 
counts because they are considered as 
reductions in the cost of purchases, 
rather than increases in other income 
or capital. The check book, the can- 
celled checks, and the paid vouchers and 
invoices act as supporting records for 
the entries in the cash payments 
journal. 
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General Journal: 

This book is employed for entries not 
made in the other two journals. They 
include transferring funds in the savings 
banks, crediting interest earned on de- 
posits in the savings banks, correcting 
erroneous entries, and adjusting and 
closing entries at the end of the school 
year. Journal entries must have the 
written authorization of the faculty ad- 
viser of the activity involved and the 
written approval of two of the three 
trustees. 

General Ledger: 

The accounts are arranged in such 
manner as to show the expenses and 
incoine of each activity and the assets, 
liabilities and capital of the general or- 
ganization. They conform to the re- 
quirements set up by the High School 
Division. 

The order of general ledger accounts 


follows: 
Assets 


Cash, Bank 1 

Cash, Bank 2 

Accounts Receivable 

Accrued Interest Receivable 

Bonds Owned 

3asketball Material Inventory 

Swimming Material Inventory 

(And a separate account for any ma- 
terial inventory in each of the other 
forms of sport. ) 

Musical Equipment 

Equipment For Dramatic Perform- 
ances. 

(And a separate account for equip- 
ment used in other forms of entertain- 
ment activity. ) 

Organ 

Auditorium Loud Speaker System 

(Separate accounts are maintained 
for the Reserves for Depreciation of all 
fixed assets. ) 

Insurance Unexpired 

(And accounts for all other deferred 
charges to expense whose value exceeds 
$10. ) 

Deposits. 

Student Aid Fund Cash. 

Scholarship Fund Cash. 

(And a separate account for each 
special cash fund. ) 
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Assets other than those described 

above 
Liabilities 

Accrued Expenses 

Senior Class Fund 

Library Fine Fund 

Lost Book Fund 

(And a separate account for every 
other fund held in custody.) 

Withholding Taxes Payable 


Accountabilities 

Reserve for Student Aid Fund 

Reserve for Scholarship Fund 

(And a separate account for the re- 
serve for each special fund.) 

Surplus 

For each activity under the control 
of the General Organization there 
should be one account for income and 
another for cost. Therefore, the fol- 
lowing income and expense accounts 
should be used: 


Income and Expense 

Membership Dues 

Membership Expense 

Income from Basketball 

Basketball Expense 

(And appropriate income and ex- 
pense accounts for each of the other 
forms of sport.) 

Income from Yearbook 

Yearbook Expense 

Income from Magazine 

Magazine Expense 

(And, similarly, an income and ex- 
pense account for each of the publica- 
tions. ) 

Income from Operetta 

Operetta Expense 

Income from Concert 

Concert Expense 

(And an income and expense account 
for each type of entertainment. ) 

An income and expense account is 
also maintained for each club or other 
group activity. 

Interest Earned 

Auditing Expense 

Profit and Loss 
Trial Balance Book: 


A cumulative record of the trial bal- 
ances is kept in this book. 
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Books of Cash Receipts: 

The treasurer, the annex treasurer, 
and the class treasurers have bound 
books of cash receipts. The operation 
of the system of issuing cash receipts 
has already been explained. 
Appropriations Ledger: 

This ledger was previously described 
in the discussion of the budget and the 
method of making appropriations. 


Unpaid Invoice File: 

This is a box file in which unpaid 
invoices are kept. To reduce the amount 
of clerical work, the treasurer generally 
dispenses with a Voucher Register and 
an Accounts Payable Ledger, and oper- 
ates his records on a cash basis. 

Paid Bill File: 

This is a vertical file, arranged al- 
phabetically. A separate folder is pro- 
vided for each vendor. 

Other Files: 

To enable the treasurer to keep bills, 
records, reports and letters safely and 
to enable him to locate them rapidly, 
whenever they are wanted, he employs 
a standard filing system. The records 
are first grouped by subject and then 
arranged according to name or time. 
The following is a schedule of files 
usually found in the treasurer’s office: 
(1) paid invoices, (2) unpaid invoices, 
(3) correspondence, (4) reports, (5) 
check stubs, (6) cancelled checks, bank 
statements and bank reconciliation 
statements, (7) duplicate bank deposit 
slips of the main building treasurer and 
those of the annex treasurer, (8) du- 
plicates of cash receipts issued by the 
G.O. treasurer, annex treasurer, and 
class treasurers, (9) the treasurer’s 
copy of Appropriations Allowed 
Forms. 

All the steps prescribed in the ac- 
counting for cash receipts, auditing bills 
for payment, and preparing accounting 
records and reports may seem like “red 
tape”, but they are exceedingly essen- 
tial when we consider that a fiduciary 
relationship exists between the faculty 
advisers and the members of the Gen- 
eral Organization, and that a large 
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portion of the money involved is han- 
dled by the pupils. In organizing and 
managing the finances of the General 
Organization, the treasurer and trus- 
tees must lean over backwards in em- 
ploying sound business principles and 
accounting methods. 


Audit Program and Reports 

The Board of Education has estab- 
lished an Audit Bureau under the su- 
pervision of the Auditor of the Board 
of Education. Assessments are levied 
on the General Organizations to pro- 
vide a fund for the maintenance of this 
bureau. A detailed audit of the books 
and records of each General Organiza- 
tion is made annually. 

Upon the completion of its examina- 
tion, the Audit Bureau prepares a 
financial report consisting of 

(1) A Balance Sheet and support- 

ing schedules of 

a. Cash 

b. Fixed Assets, and corre- 
sponding Reserves for Depre- 
ciation 

c. Stocks and Bonds 

d. Accounts Receivable 

. Inventories 

. Accounts Payable 
g. Accrued Expenses 
h, Ete. 

(2) An Income and Expense State- 
ment, together with supporting 
schedules of 
a. Income and Expense of Ath- 

letics 

. Income and Expense of Dra- 

matic and Musical Perform- 
ances 
c. Income and Expense of Clubs 
d. Ete. 

(3): A statement of Surplus, show- 
ing ail changes therein during 
the year. 


oO 


oo 
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Since these reports are generally re- 
ceived about a half year after the ter- 
mination of the school year, the 
treasurer prepares similar financial 
reports each term (i.e., semi-annuallv) 
for submission to the governing bodies 
and the principal. 
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SUGGESTED: AUDIT PROGRAM 


General Journal: 


The following is an outline of a sug- 
gested audit procedure which the writer 
believes to be adequate for the audit of 
a high school General Organization. 


Preliminary Matters 


Schedules, Approvals, Etc.: 


3 
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Schedules (as of statement date) 

to be prepared by G.O. treasurer, 

in advance of the audit: 

a. Bank balances. 

b. Accounts receivable. 

c. Inventory of saleable supplies. 

d. Inventory of non-saleable sup- 
plies. 

e. Equipment. 

f. Investment securities (stocks 
and bonds). 

g. Cash funds. 

h. Prepaid expenses. 

1. Insurance carried. 

j. Accounts payable. 

k. Trust funds. 

Obtain copies of G.O. Budget 

and of authorizations of addi- 

tional appropriations voted by the 

governing bodies. 

Obtain copies of Superintendent’s 

apprcval for the purchase of any 

new equipment acquired during 

the fiscal period under review. 

Obtain a list of the names of the 

faculty advisers to the various 

G.O. activities, and of the faculty 

trustees of all trust funds. 

Obtain a list of the names of the 

faculty members authorized to 

sign checks. 

Study the manual entitled “Uni- 

form System of Accounting for 

High School General Organiza- 

tions”, issued by the High School 

Division of the Board of Educa- 

tion of the City of New York. 

Determine the adequacy of the 

accounting system in use, with 

particular reference to the system 

of internal control of operations. 
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Scrutinize all entries. 
Check (or test) postings to the 
General Ledger. 


General Ledger: 


‘ 


cn 


Check-in opening general ledger 
balances from the prior audit 
report. 

Take (or check) the general 
ledger trial balance as of the clos- 
ing date. 

Ascertain that all postings have 
been checked or a_ sufficiency 
thereof tested. 

Add the general ledger account 
balances. 

Analyze unusual or special gen- 
eral ledger accounts. 


Balance Sheet Accounts 


Cash: 


ii 


Count cash on hand in all loca- 
tions. Note any unusual items in 
the fund. Determine the correct- 
ness of tlie balance on hand. 
Check (or test) the entries in all 
duplicate receipt books to the 
Cash Receipts Journal, noting the 
source of the income, the propri- 
ety of the distribution, etc. 
Compare the vouchers with the 
entries therefor in the Cash Pay- 
ments Journal, noting the pro- 
priety of the items, approvals, 
special terms, distribution of 
charges, etc. 

Reconcile bank balances: 

a. Compare paid checks with 
Cash Payments Journal, not- 
ing endorsements. 

b. Compare credit entries on 
bank statements with depos- 
its listed in the Cash Receipts 
Journal, noting dates. 

Confirm bank balances by cor- 

respondence. 

a. Examine all paid checks which 
were outstanding at the date 
of the last audit. 
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b. Investigate entries covering 
old outstanding checks. 


7. Check (or test) additions in Cash 
Receipts Journal and Cash Pay- 
ments Journal. 

8. Check (or test) postings from 


the cash journals to the General 
Ledger. 

9. Examine savings account pass 
books and make entries for all 
accrued interest thereon. 

10. Ascertain that all cash funds are 
recorded in the General Ledger 
(trust funds, memorial funds, 
scholarship funds, etc. ). 


Accounts Receivable: 

1. Check schedule of accounts re- 
ceivable. 

2. Discuss with the Principal the 
advisability of confirming open 
accounts by correspondence. 

3. Confer with Principal and Treas- 
urer regarding overdue and un- 
usual items. Consider advisabil- 
ity of writing off old accounts. 


Inventories: 

1. Check (or test) prices and com- 
putations. 

2. If perpetual inventory records 
are kept, make tests by compar- 
ing portions of the physical in- 
ventory with entries for the 
corresponding portions in the per- 
petual inventory records. 

3. Whenever possible, the auditor 
should make tests of quantities 
on hand by actual count at the 
time of taking inventory. 


Equipment: 

1. Audit the schedule of equipment, 
noting, in each case, date of ac- 
quisition, cost, location and name 
of faculty adviser entrusted with 
its care. 

2. Make a physical inspection of all 
equipment on hand. 

3. Examine the approvals of the 
Superintendent for the purchase 
of equipment. In accordance with 
the instructions of the Auditor of 
the Board of Education all equip- 
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ment and inventories, except sale- 
able supplies, are to be charged 
off as current expenses of the 
period. Any opening balances 
carried from prior periods are to 
be charged to surplus. 


Investments: 

1. Audit the schedule of invest- 
ments. Compare the schedule 
with the book records. 

2. Examine the securities on hand, 
or confirm by correspondence if 
they are in the custody of the 
Auditor of the Board of Edu- 
cation. 

3. Verify the income derived from 
security holdings. 

4. Compare cost price with market 
price or realizable value, as of 
statement date. 


Prepaid Expenses: 

1, Examine insurance policies in 
connection with prepaid items. 

2. Test calculations made in con- 
nection with deferrals for pre- 
paid insurance, prepaid cleaning 
charges for athletic equipment, 
etc. 

3. Compare totals with ledger ac- 
counts. (In accordance with the 
instructions found in the Uni- 
form System of Accounting, a 
prepaid expense is recorded only 
if its value exceeds $10.) 

Accounts Payable: 

1. Determine the correctness of the 
schedule of accounts payable. 
Compare the creditors’  state- 
ments with the account balances. 

3. Determine whether the accounts 
payable were liquidated by pay- 
ment during the next fiscal per- 
iod. Ascertain reasons for non- 
payment of any items. 


Trust Funds: 
1. Audit the schedule of trust funds. 
Compare it with the book records. 
2. Make inquiry into records kept 
by trustees. If records are in- 
adequate, make detailed study ot 
cash receipts and cash payments. 
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3. Secure signed verifications from 
trustees, as to fund operations 
and balances. 


Accrued Expenses: 

1. Examine paid bills in the next 
fiscal period and current unpaid 
bills; accrue all items pertaining 
to the period under review. 

2. Make (or check) calculations for 
all accrued expenses. 


Surplus: 

1. Schedule all changes during per- 
iod. Note any large or unusual 
items. 

Obtain approval of Principal for 
all changes in surplus. Examine 
vouchers where available. 


iS) 


Income Accounts 


Inquire into the source records and 
ascertain the adequacy of the system of 
internal check with respect to all in- 
come and expense transactions. 


G.O. Membership Dues: 

1. Determine the number of mem- 

bership tickets printed. 

2. Count the unused G.O. member- 
ship cards. Compare the value of 
the distributed cards with the 
actual cash received from the sale 
thereof. 

3. Compare (check or test) the class 
treasurers’ receipt books with the 
receipts issued by the G.O. treas- 
urer. 


Sale of Publications: 

1. Determine, for each issue, the 
number of copies of the publica- 
tion printed. 

2. Count all unsold copies. Obtain 
a list of persons to whom compli- 
mentary copies were issued. Re- 
concile the value of copies sold 
with actual cash received from 
the sale thereof. 

Advertising Income: 

1. Analyze advertising appearing in 
publications and compare the 
value of advertising space with 
cash received therefor. 
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Sale of Tickets: 

1. Determine, for each perform- 
ance, the number of tickets 
printed, by price classifications. 

2. Count all unsold tickets. Obtain 
a list of persons to whom compli- 
mentary tickets were issued. Re- 
concile the value of sold tickets 
with the actual cash received for 
the sale thereof. 


Sale of Saleable Supplies: 

1. Investigate method of making 
sales and handling proceeds. 

2. If possible, prove sales figure by 
establishing independent control 
by reference to quantities on hand 
at the beginning of the period, 
purchases during the period, and 
inventory at the end of the period. 

All Other Income: 

1. Examine source records, as to 
adequacy and completeness. 

2. Trace cash receipts from source 
into Cash Receipts Journal. 


Expense Accounts 
Since expenses originate in cash pay- 
ments or entries for accruals, the audit 
of the expense accounts has been in- 
cluded above, under the headings of 
Cash and Accrued Expenses. 


General 
1. Determine whether all applicable 
provisions of the Uniform Sys- 
tem of Accounting have been fol- 
lowed out. 
2. Compare final total of receipts 
and expenditures w’‘1 the orig- 
inal budgetary estimates. 
Report 
Prepare auditor’s report. 
2. Prepare and transmit schedule of 
adjusting and closing entries. 


Addendum 

Consideration has not been given in this 
article to the accounting and auditing prob- 
lems of school cafeteria operations for the 
reason that independent records are required 
to be maintained for them and separate audits 
are made of them. In any event the prin- 
ciples of accounting and auditing involved 
in this function of school activity resemble 
closely those required for commercial cafe- 
teria operations. 


—_— 
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By EMANUEL Saxe, C.P.A. 


Review of Statements on 
Auditing Procedure 


A most welcome article under the 
foregoing title appeared in the Septem- 
ber, 1946, issue of The Journal of Ac- 
countancy. It was written by Richard 
C. Lytle, who is a research assistant on 
the staff of the American Institute of 
Accountants. 

Mr. Lytle traces the evolution and 
development of auditing as evidenced 
by the writings on the subject produced 
during the last thirty years under the 
leadership of the American Institute of 
Accountants. He notes the earliest 
contribution in the form of a memo- 
randum (“Uniform Accounting”) pre- 
pared by the Institute which appeared 
in the Federal Reserve Bulletin in 
April, 1917, and which as reprinted in 
1918 under the title of “Approved 
Methods for the Preparation of Bal- 
ance-Sheet Statements”, received wide 
circulation. This pamphlet presented 
what were considered to be the then 
minimum requirements for the verifica- 
tion of financial statements, together 
with a suggested form for their pre- 
sentation. Attention is next directed 
to the 1929 revision of this memoran- 
dum by the Institute, but again pub- 
lished by the Federal Reserve Board 
under the title of “Verification of 
Financial Statements”. In 1936, the 
most recent revision thereof was pub- 
lished by the Institute under the title of 
“Examination of Financial Statements 
by Independent Public Accountants”. 

It is at this point that Mr. Lytle’s 
review actually begins because, since 
1936, parts of this pamphlet have be- 
come obsolete insofar as they have been 
modified by the pronouncements of the 
Institute’s Committee on Auditing Pro- 
cedure under the title of “Statements 
of Auditing Procedure”. The author 
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reviews these statements under the 
headings of (1) The Accountant’s 
Function and Responsibilities; (2) 
The Accountant’s Certificate or Re- 
port; (3) Extensions of Auditing Pro- 
cedure; (4) Audit Work Prior to the 
Close of the Calendar Year. 

Mr. Lytle’s article reviews, classi- 
fies and summarizes the contents of 
the series of the 22 statements on Au- 
diting Procedure under the foregoing 
headings and thus brings up to date 
the 1936 revision of the ‘Examination 
of Financial Statements by Indepen- 
dent Public Accountants”. It is com- 
mended as an authoritative presenta- 
tion on the subject. 


a * * 


The Development, Purpose and 
Limitations of the Short Form 
Report 

Lewis Lilly, a partner of McLaren, 
Goode & Co., of San Francisco, Calif., 
recently presented this paper at the 
Mountain States Accounting Confer- 
ence in Salt Lake City. It traces the 
evolution of the present form of the 
auditor’s short form report, analyzing 
its meaning and pointing out the pur- 
poses and limitations of the report, as 
well as the extent of the responsibility 
assumed by one who signs it. It ap- 
peared in The Journal of Accountancy 
for October, 1946. 


This article is a first-rate supplement 
to the “Review of Statements on Au- 
diting Procedure” presented in the 
September issue and traces very com- 
petently the development of the pres- 
ent form of certificate through the same 
course of events, beginning with the 
1917 Federal Reserve Board document 
through the 1929 revision thereof, the 
Stock Exchange correspondence in 
1932, and the resultant Institute revi- 
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sion in 1936. Next follows a consid- 
eration of the effect of the Extensions 
of Auditing Procedure adopted in 1939, 
as well as the 1939 Securities and Ex- 
change Commission amendment to reg- 
ulations S-X, in rules 2-02 and 3-07. 
The final point in the history of the 
certificate is contained in the discus- 
sion of the Institute’s Statement on 
Auditing Procedure No. 5, promul- 
gated in February, 1941. 

Following the tracing of the historic 
development of the certificate or short 


.form report, the article continues with 


an analysis of the purposes of the re- 
port and a consideration of the import 
of the language which comprises it. 
The effect of exceptions and qualifica- 
tions upon the report is also discussed. 
The article concludes with an expres- 
sion of the hope that since the profes- 
sion will doubtless meet serious prob- 
lems in the years to come, the moral 
fabric of its members will prove equal 
to the strains to which they will un- 
doubtedly be subjected. 
= » 


What Is the Accountant’s Proper 
Responsibility ? 

This important question was _ re- 
cently posed by I. B. McGladrey in a 
thought provoking article of his which 
appeared in the November, 1946, issue 
of The Journal of Accountancy. It 
provides an interesting sequel to the 
two papers just commented upon. Mr. 
McGladrey is a practicing Certified 
Public Accountant in Iowa, who served 
as a former member of the Council of 
the American Institute of Accountants, 
and as past president of the Iowa So- 
ciety of Certified Public Accountants. 

He points out in his article that, dur- 
ing the past 20 years, his firm had 
taken over seven accounting préactices 
and, in reviewing the acts of the prede- 
cessor firms, he found it to be the case 
that in not one of them was it the cus- 
tom to “express an opinion on repre- 
sentations in financial statements.” 
Other practices were indulged in, such 
as ‘‘certifying” a statement ; more often 
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they just did nothing at all. Although 
it seemed to Mr. McGladrey’s firm that 
the reports issued by the predecessor 
firms were not usually based upon an 
examination which comprised the 
minimum procedures then prescribed 
for a satisfactory audit, nevertheless 
this fact did not appear clearly enough 
therein so that either the client or third 
parties relying on the report might 
themselves glean it therefrom. Conse- 
quently, it took several years for his 
firm to convince these clients of the 
necessity for making a_ satisfactory 
examination which complied with the 
requirements of accepted practice, be- 
fore an expression of opinion with re- 
spect to the related financial statements 
could be made. 


Subsection (d) of Rule 5 of the 
Rules of Professional Conduct of the 
American Institute of Accountants 
seems to be the only rule in this code 
dealing with the subject of the ade- 
quacy of examination on the part of 
independent public accountants. It 
states that a member shall be held guilty 
of an act discreditable to the profession 
if, in expressing an opinion with respect 
to financial statements examined by 
him, he fails to ascertain and acquire 
sufficient information to warrant the 
expression of such an opinion on his 
part. Of course, considerable material 
indicating applicable requirements 
exists to guide the accountant in this 
connection. Thus, there is the pam- 
phlet entitled, ““Examination of Finan- 
cial Statements by Independent Public 
Accountants”, prepared in 1936 under 
the auspices of the Institute, and since 
then further amplified by a number 
of releases issued by that body, the 
most important of which related to the 
extensions of auditing procedure in- 
volved in the direct confirmation of 
receivables and the observation of in- 
ventories, as well as to the ascertain- 
ment of the acceptability and consist- 
ency of accounting procedures. While 
these statements do not present defi- 
nitely set procedures specifying the 
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methods involved in the performance 
of any specific audit, they do, neverthe- 
less, indicate very fully the nature of 
the verifications required in normal 
auditing procedure as well as the ex- 
tent to which they are usually required 
to be carried out. They thus provide 
a sufficiently clear concept of what the 
profession generally considers to be the 
minimum requirements upon which to 
predicate an expression of opinion with 
respect to financial statements. The 
gist of Mr. McGladrey’s point is simply 
this: If the accountant is to leave to a 
third party, or even a client, who, exam- 
ines the financial statements, the de- 
cision as to whether the auditor’s exam- 
ination was of sufficient scope and ex- 
tent to enable either or both of them 
to rely upon the professional opinion 
expressed with respect to the financial 
statements, he believes that the third 
party, certainly, and perhaps the client, 
would not have a sufficient accounting 
background to enable them correctly to 
make this judgment. It is his belief 
that the responsibility of the accountant 
in this connection can be fully met only 
by an expression of opinion in all cases 
where the extent of his examination 
would warrant it and, in all other cases 
where financial statements are to be 
issued in connection with his name, 
although not the subject of his opinion, 
by the definite statement that the work 
performed by him was insufficient in 
scope to enable him to express such an 
opinion, together with a statement of 
the particular deficiencies involved. 
Thus, the third party is not burdened 
with the making of this decision, but 
it is placed right back on the shoulders 
of the accountant where it belongs. 


As a matter of fact, the author be- 
lieves that it might be well to enact a 
rule requiring the accountant to do this 
and, if such a rule were adopted, he 
advocates the desirability of including 
in all reports where an expression of 
opinion is not made because of the in- 
adequate scope of the examination 
some such phraseology as this: “The 
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extent of our examination was not suf- 
ficient for us to express an opinion on 
representations in the attached financial 
statements. Omitted auditing proce- 
dures were...” 

In connection with partial examina- 
tions, it has been the practice in the past 
for some accountants to indicate the 
various verifications which are made 
and the extent thereof, as well as those 
which were omitted. This question 
then arises: If the disclosure in this 
direction is adequate and complete, 
why is it necessary for the accountant 
to state further that a minimum audit 
sufficient in scope to warrant the ex- 
pression of opinion was not made? 
Why, it is asked, cannot the third 
party, presented with such a statement 
under these circumstances, make that 
decision for himself? The reason was 
previously noted, namely, Mr. Mc- 
Gladrey believes that many third par- 
ties will be confronted with this prob- 
lem who are not sufficiently familiar 
with auditing procedures and with the 
requirements for a minimum audit to 
make so important a decision without 
grave danger of serious error. 

For the same reasons, the author 
frowns on piecemeal opinions, wherein 
a practitioner expresses an opinion 
with respect to individual items in the 
financial statements as to which he has 
made a sufficient examination, but has 
not made a sufficiently complete ex- 
amination for him to express an 
opinion with respect to the statements 
as a whole. He charactertizes this as 
an unsound practice, and one which is 
unsafe unless the accountant states 
definitely that he has not made an ex- 
amination in the particular case upon 
which third parties may rely. 

Thé author indicates that he has pre- 
sented his experiences in this connection 
with the hope that others who have had 
similar experiences with respect to re- 
ports based upon examinations com- 
prising less than the normal audit pro- 
cedures may also find time to report 
and discuss them. He concludes by 


December 








ow ae ae a oes 


uf 


jar 
the 

to 
out 


10T 
ein 
ion 
the 
has 
has 
eX- 
an 
nts 
as 
1 is 
ites 
ex- 
Don 


yre- 
ion 
had 
re- 
m- 
rO- 
ort 
by 


ber 








Professional Comment 


saying that the accountant who, for the 
most part on account of the demands 
of his client, is afflicted with these 
“half-baked” audits, needs the clarifica- 
tion which he proposes not only for the 
protection of third parties, but also for 
his own protection. And so, the author 
would modify the first of the State- 
ments on Auditing Procedure issued by 
the American Institute of Accountants 
in October, 1939, to the extent that 
the sentence on page 5 thereof which 
reads, “In such circumstances, the in- 
dependent certified public accountant 
should limit his report to a statement 
of his findings and, if appropriate, his 
reasons for omitting an expression of 
opinion”, by eliminating the words, “‘if 
appropriate”. In his opinion, this is a 
proper deletion for the purpose of 
clarifying the problem which has con- 
fronted him and which, doubtless, has 
likewise been before many fellow- 
practitioners. 
ee 


Income Tax Problems of 
Securities Traders 

The September, 1946, issue of The 
Journal of Accountancy presents a lec- 
ture which was delivered by John P. 
Allison, Esq., at the Fourth Annual 
Institute on Federal Taxation con- 
ducted by New York University last 
year. This article summarizes com- 
prehensively the federal income tax 
problems that are likely to be encoun- 
tered by persons investing, dealing and 
trading in securities. The discussion is 
illustrated by reference to typical situa- 
tions that one operating in this field 
is likely to encounter. 

For example, under the heading of 
Interest, the topics of defaulted bonds, 
“income” interest, railroad reorganiza- 
tion bonds, and amortization of premi- 
ums are discussed. Under the heading 
of Dividends, the problems which are 
considered deal with preferred stock 
upon which there are substantial divi- 
dend arrears which are about to be 
satisfied. 

Capital Gains and Losses are con- 
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sidered under the headings of the 
status of the taxpayer, the holding 
period, termination of the holding pe- 
riod, long-term gains and short-term 
losses and disallowed losses. 

Under Deductions, the discussion is 
limited to three particular items direct- 
ly related to transactions in securities— 
namely, commissions, premiums and 
other charges incurred in connection 
with short sales, and transfer taxes. 

Worthless Securities are discussed 
under the heading of stocks, worthless 
rights, and bonds. 

The article is amply supported by 
reference to relevant Treasury deci- 
sions, rulings by the Commissioner, 
and decisions of the courts. It will be 
of great value to persons encountering 
income tax problems as a result of 
trading in securities. 

= @ 


Some Aspects of Overhead 
Distribution 

Professor Ronald H. Robnett of th 
Massachusetts Institute of Technology 
once more presents an important article 
on the subject of overhead distribution. 
(N.A.C.A. Bulletin, October 1, 1946, 
Section One.) In it, he points out that 
the war has raised new problems with 
respect to the relative competitive posi- 
tion as between industries as well as 
between individual companies of a par- 
ticular industry. He asserts that while 
management still has the primary prob- 
lem of obtaining the highest degree of 
productivity out of its overhead ex- 
penditures, the basic responsibility for 
insuring that management actually 
understands the nature and trend of 
overhead costs, in order that its deci- 
sions may be predicated upon complete 
knowledge, still rests upon the cost 
accountant... 

Accordingly, Professor Robnett re- 
examines some of the fundamentals of 
accounting for overhead. Indicating 
that overhead distribution for purposes 
of determining unit product costs is an 
important but not exclusive goal of 
overhead accounting, he points out that 
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“management must be made aware of 
all facts which will facilitate control at 
the source of the primary expenses 
which constitute overhead.” He em- 
phasizes that these two things are 
neither incompatible nor inconsistent. 

Professor Robnett points out that 
one of the important objectives of com- 
mercial enterprise is the ultimate re- 
covery in the proceeds of sales of all 
expenditures made by the business. Of 
course, as every accountant knows, 
each and every outlay of funds immedi- 
ately poses the problem of whether the 
amount thereof is a current charge to 
revenue in the present accounting pe- 
riod, or is to be capitalized or deferred 
for the purpose of allocating the charge 
against future revenues in future ac- 
counting periods. 

In this connection, he indicates that 
an accounting based upon any fiscal 
period which is less than the entire life 
of the business is necessarily arbitrary 
and raises serious problems in over- 
head cost determination, with a result- 
ant effect upon profits. This is so be- 
cause any prorating necessarily as- 
sumes that the business will continue 
and that, therefore, the unamortized 
balance of these capitalized or deferred 
charges will be consumed in future 
periods. Thus, the accountant must de- 
termine for each particular fiscal period 
what share of the total costs must be 
allocated to the operations of that pe- 
riod and what share belongs as a charge 
against the revenues of the future. 

Having solved to his own satisfac- 
tion the problem of determining how 
past and present outlays should be 
allocated as between successive fiscal 
periods, Professor Robnett says that 
the accountant must be prepared to 
analyze these costs further in terms of 
their contribution to departments, 
functions, and products. He must be 
ready to establish sound inventory 
values and must have knowledge of the 
costs of performing various service 
functions of manufacturing and dis- 
tribution. 
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Nor is the determination of costs 
with respect to an arbitrary accoynting 
period the end of the problem, for 
within that very period there may be 
varying levels of production which can 
be attributed to seasonal and, perhaps, 
cyclical fluctuations. Since these fluc- 
tuations arise as a result of forces 
which are generally outside of the con- 
trol of management, accountants have 
devised and developed certain cost con- 
cepts to meet these problems. These 
are the concepts of annual costs to 
overcome the seasonal difficulty, and of 
normal costs to solve the cyclical prob- 
lem. These ideas necessitate the de- 
velopment of an expense absorption 
rate based either on a typical month for 
the seasonal problem, or a typical year 
for the cyclical problem. In this man- 
ner, the production is leveled off and 
the irregular effect of the varying levels 
of production during the entire period 
is nullified, for the most part. This 
procedure results in the accumulation, 
within the period, of the inevitable 
difference between the expense ab- 
sorbed by production and that actu- 
ally incurred by the firm. This differ- 
ence, which is generally known as 
under- or overabsorbed overhead ex- 
pense is carried on the accounts until 
the completion of either the year or the 
cycle, when it is then wiped off. In 
actual practice, the process is generally 
continued only during one fiscal year 
and any error which is likely to be 
introduced as a result of its continuance 
during that period will, of course, be 
eliminated at the end of the year. 

The article next proceeds to a con- 
sideration of the steps in the proration 
of overhead tor product costing. The 
author notes the following desirable 
and familiar steps: 


“1, Classification of primary ex- 
penses. 


“2. Analysis of these expenses by. 


contribution to operating de- 
partments, both service and pro- 
ducing. 
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“3. Redistribution of service depart- 
ment costs in a manner finally 
to bring all costs to the door of 
producing departments or bur- 
den centers. 

“4, Determination of overhead rates 
for purposes of product cost- 
ing.” 


Each of these four topics receives de- 
tailed consideration in the paragraphs 
that follow. 

Next, the author calls attention to 
the important task of comparing the 
actual overhead expense with the bud- 
geted overhead expense—that is, an 
analysis which would reveal differences 
between the conditions actually en- 
countered in a particular accounting 
period and the conditions assumed to 
exist at the time the predetermined 
burden rate was set. This is indeed a 
valuable tool for management in the 
control of overhead expense. 

Indeed, one of the most important 
opportunities and responsibilities of 
the cost accountant, concludes Profes- 
sor Robnett, lies in his ability to pro- 
vide management with a_ suitable 
analysis and interpretation of the com- 
pany’s overhead expense. 


* * * 


Service Department Costs 

Arthur T. Caruso, a principal with 
McKinsey & Co., of Boston, Mass., 
makes out a good case for the need for 
focusing more attention on the prob- 
lem of controlling service department 
expenses in a short article in Section 
One of the September 15, 1946, issue 
of the N.A.C.A. Bulletin. Pointing 
out that technological changes are 
bound to result in a further expansion 
of the service phases of business in- 
volving large expenditures of money, 
he indicates both the challenge and the 
opportunity for wise and effective con- 
trol inherent in this situation. 

Cost accounting, says Mr. Caguso, is 
primarily involved with the task of de- 
termining accurate product costs and, 
in order to accomplish this purpose 
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with respect to service departments it 
is necessary to accumulate this kind of 
expense on a functional basis. These 
accumulated service costs are then 
equitably redistributed to producing de- 
partments, since overhead can be prop- 
erly applied to product costs only 
through producing departments. 

The author indicates that service de- 
partments may be divided into three 
groupings :. 

“(1) Services rendered at the dis- 
cretion of the service depart- 
ment supervisor (personnel 
relations and production plan- 
ning). 

“(2) Services supplied automatical- 
ly through continuous demand 
(power and steam). 

“(3) Services requested by other 
departments (repairs and crane 
operation ).” 


Since services falling into category 
(1) are not easily measurable théy 
must, therefore, be fairly apportioned 
to other departments only after a care- 
ful study of the normal activities of 
those rendering such services. How- 
ever, the use of services falling into 
the second grouping may be actually 
measured provided, however, that suit- 
able metering devices are installed at 
points appropriate for the purpose. 
For the classification of those services 
included under the third heading, it is 
necessary to install adequate time re- 
porting procedures in order to provide 
a sound basis for charging the depart- 
ments using these services. 


The collection of service department 
costs, as indicated above, is merely the 
first step in the control of these costs. 
Actual control is, of course, effected by 
the application of budgetary control 
principles. A normal budget must first 
be established for each service depart- 
ment along the same lines usually em- 
ployed in connection with producing 
departments. Control is then estab- 
lished through the following steps 
which are taken at the close of each 
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accounting period: (1) the normal 
budget is adjusted so as to reflect the 
burden rate based upon the currently 
attained service activity level; (2) 
where unit cost rates are available, the 
units of service produced are costed 
out at the standard rates for credit to 
the service department rendering the 
service and with corresponding charge 
to the department receiving the service ; 
(3) in the event that unit cost rates are 
not available, then the adjusted normal 
budget should be equitably allocated to 
the departments served on the basis of 
previous study and analysis. 

The development of an adjusted nor- 
mal budget for any given service de- 
partment will, of course, depend upon 
the kind of service involved. If the 
service is readily measurable, either on 
a time basis or on a meter basis, it 
should be worked out in comparison 
with its own normal output. But where 
the department concerned renders a 
service which is not easily measurable 
in terms of its output then the author 
says that it should be expressed in 
terms of some index of normal activity 
appropriate to the specific service func- 
tion involved. 

As a result of this treatment interim 
accounting summarizations will, of 
course, reflect under- or overabsorbed 
expense totals, representing the differ- 
ence between the actual service depart- 
ment costs and the absorbed service 
department costs. It is here that the 
control takes place through proper in- 
terpretation and treatment of these 
differences. Mr. Caruso concludes his 
article with a discussion of the year-end 
disposition of these balances and sum- 
marizes the benefits to management 
which accrue as a result of following 
his method of controlling service de- 
partment costs. 

“= 
Trends in Wage Incentives 

George W. Chane, a Supervisory 
Technician with the Boston office of 
Ernst & Ernst, discusses this topic in 
Section One of the October 15, 1946, 
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issue of the N.A.C.A. Bulletin.” He 
points out the importance of develop- 
ing and maintaining satisfactory wage 
payment plans in the light of recent 
major wage controversies, - indicating 
that satisfactory labor relations cannot 
exist as long as both labor and man- 
agement are at odds on the issue of 
wages. The main components of a 
sound and well-balanced wage struc- 
ture are considered under the headings 
of Job Evaluation Procedure (ten 
steps in this process are detailed) and 
Wage Incentives. 


In the latter connection, the author 
lists ten essential deficiencies in the 
operation of current-day incentive ap- 
plications, and points out that a discus- 
sion of them may be helpful in obtain- 
ing a better understanding of the prob- 
lem for the future. Thus, one point 
covered in the article is that many in- 
centive plans of today include only a 
portion of the working force and, 
therefore, do not provide complete 
coverage for the entire staff. For ex- 
ample, because of the inability of man- 
agement to provide standards of per- 
formance for non-repetitive operations, 
many direct producers are not included 
in incentive plans. Another point made 
by the author is that there are many 
wage incentive plans in operation today 
which tend to prevent full use of equip- 
ment; illustrations thereof are men- 
tioned in the article. 


The author suggests that a very great 
opportunity exists now for some com- 
pletely changed thinking in the field of 
wage administration, and believes that 
while the ideas along these lines may 
not have been completely crystallized as 
yet, there is certainly room for im- 
provement. Accordingly, he suggests 
in the balance of the article a recom- 
mended incentive plan which also pro- 
vides for the interrelation of wage 
administration with the subject of labor 
relations. His thinking on the subject 
is important because his suggested plan 
covers all the employees irrespective 
of whether they represent direct labor 
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or indirect labor, or whether they work 
in the maintenance department or in 
the payroll department. 

The plant is divided into work cen- 
ters, which the author defines “as an 
employee or group of employees per- 
forming essentially the same character 
of work”. The standards of perform- 
ance are expressed in terms of earned 
hours representing the value of work 
done; these are predetermined allow- 
ances for the reasonable performance 
of the task. On the basis of actual 
observation and records of past per- 
formance, standards for the basis for 
incentive payments are established. 

The underlying philosophy of the 
author’s plan is that both management 
and labor should share in any improve- 
ment accomplished, measured on the 
basis of past performance. The premi- 
um payment under his plan does not 
depend upon the financial profits of the 
company, but rather are the results 
“measured by the ratio of improved 
performance of both labor and certain 
expense items.” 

. 


Stress is put upon the fact that stand- 
ards of performance for indirect opera- 
tions are also developed and “expressed 
in terms of fixed or stand-by earned 
hours plus indirect earned hours al- 
lowed per direct earned hour produced, 
either on a departmental basis or a 
plantwide basis, whichever applies.” 

In summary, the author states that 
his incentive payment plan accomplishes 
the following: (1) It includes all em- 
ployees in the plant; (2) It is essen- 
tially a profit sharing plan based on 
performance with respect to control- 
lable items; (3) It provides a means of 
what the author calls “community 
action”, whereby employees can help 
each other and will want to do so; (4) 
It maintains a sound wage structure by 
preventing serious distortions in em- 
ployee income; (5) It is simple to 
operate and apply economically and is 
easily understood; (6) It enables man- 
agement to measure the ry 36 of 
each department as well as of the total 
plant. 


Ger 


Dependency Tax Deduction for Child Receiving 
Educational Benefits Under the G. I. Bill of Rights 


In the event that a child receives $500 or more in educational benefits under the G. I. Bill 
of Rights, it is likely that his parent may nevertheless claim him as his dependent for income 
tax purposes (under the doctrine set forth in IT 3723) in the event that he expends an 
amount which is greater than half of that required for the child’s support. Should the 
veteran actually expend his subsistence allowance for his own support and receive tuition 
payment benefits in an aggregate amount greater than the parent's expenditures for him, he 
would probably not be considered to be a dependent. 
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The following reply to an inquiry is 
published for the general information 
of our members: 


You inquired about insurance cus- 
tomarily carried by accountants in re- 
spect to (a) loss or damage of records, 
(b) liability incurred in travel by staff 
members and (c) compensation insur- 
ance liability, if any, for staff members 
and stenographers. The following is a 
summary of information obtained from 
members of the committee based upon 
practices of their own firms: 


Loss or damage of records: 

Some firms carry insurance which 
provides for reimbursement of the cost 
of reinstating work papers, tax returns 
and other records which may be des- 
troyed or damaged through fire, theft 
or other causes. 


Liability incurred in travel by 
staff members: 

(a) Some firms carry liability insur- 
ance covering staff members while fly- 
ing on firm business. Proceeds of such 
policies gewerally inure to the benefit of 
the beneficiary named by the insured. 

(b) If the firm owns automobiles, 
adequate insurance for all risks should 
be carried by the firm. 

(c) If a staff member uses his own 
car in connection with his employer's 
business, the staff member's public lia- 
bility insurance policy should provide 
for coverage of both himself and his em- 
ployer. Some firms pay a portion of the 
premium of the policy. 


Compensation insurance: 


Accounting firms engaged in busi- 
ness in the State of New York are re- 
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quired to carry workmen's compensa- 

tion insurance, the same as other em- 

ployers. 

Very truly yours, 

3ENJAMIN GREENBERG 
Chairman, Committee on 
Admunistration of Accountants’ 
Practice. 

October 25, 1946. 


The following reply to an inquiry 
by one of our members is reproduced 
herewith because of its general applica- 
bility : 

The following question addressed by 
you to the Society has been referred 
to the Committee on State Taxation: 

“How should the New York State Un- 
employment Insurance merit rating credit 
be handled? If the unused portion is to 
be placed upon the books, where should it 
appear on financial statements ?” 

As you know, this is the second year 
in which employers subject to New 
York State unemployment insurance 
contributions have been relieved from 
paying a portion thereof under ex- 
perience rating provisions of the law. 
You probably have read the. memoran- 
dum published in the December, 1945, 
New York Certified Public Accountant, 
relating to the procedure to be followed 
in filing Treasury Department Form 
940 in order that the credit allowed by 
the State may be retained by the tax- 
payer. 

This year the credit is of the same 
nature as last year’s. Last year’s credit 
for Class 1 was equal to one per cent 
of the taxable payroll for the year 1944; 
this year’s credit is equal to 1.18% of 
the taxable payroll for 1945. The credit 
may be applied only against contribu- 
tions due on wages paid during the four 
consecutive calendar quarters begin- 
ning July 1, 1946. 
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Arithmetically, where taxable wages 
are constant during 1945 and 1946, 
with a quarterly tax equal to 0.675% 
of annual wages (2.7% of wages paid), 
a credit of 1.18% is sufficient to re- 
lieve the employer of the October pay- 
ment for the calendar quarter beginning 
July 1st and to reduce the January pay- 
ment for the calendar quarter beginning 
October Ist from 0.675% of annual 
wages to 0.505%, thus eliminating al- 
most three fourths of the January pay- 
ment. With fluctuating payrolls the 
credits would bear a different relation- 
ship to the October and January pay- 
ments, but in most cases the October 
payment is eliminated and the January 
payment substantially reduced. 

The treatment of the credit in the 
books of account and in the financial 
statements is as much a question of 
accounting procedure as of taxation. 
The first point to be considered is 
whether the accounts are maintained 
on a cash or accrual basis. On a 
strictly cash basis there would be no 
entry for the amount due in October, 
and for the net amount payable in 
January the entry would appear in that 
month. There need be no other entries. 

On an accrual basis many businesses 
accrue the tax month by month and 
set up a credit of a like amount until 
the full experience rating credit is ap- 
plied. Assuming a typical case where 
the credit is equal to the tax for the 
July Ist quarter plus over two months 
of the next quarter: By September 
30th, the full quarterly tax would have 
been charged to the customary expense 
or cost accounts and the liability shown 
as settled by a credit to other income, 
or as a deduction from expenses. For 
October and November the same pro- 


cedure would be followed. For Decem- 
ber the tax would be accrued but the 
applicable credit would only be suf- 
ficient to offset part of the liability; 
the balance of the liability would be 
carried on the balance sheet at Decem- 
ber 31st. If monthly accruals are made 
the period of the fiscal year is immate- 
rial in respect to entries on the books. 
By way of emphasis it may be re- 
marked that in the example given the 
credit is only set on the books and taken 
into the income or profit and loss state- 
ment as monthly payrolls commencing 
July 1, 1946, are sufficient to convert 
a contingent credit into an actual credit. 
While the credit is based on experience, 
it can only be applied as an offset to 
tax liabilities accruing in the four calen- 
dar quarters beginning July 1, 1946, 
and hence there is no credit to income 
until continuing payrolls create a con- 
tribution or tax against which the asset 
arising from the credit may be applied. 
In the example given, the income 
statement for any month in the latter 
half of the calendar year would show 
other income or a deduction from ex- 
penses in respect of the earned ex- 
perience rating credit, in an amount 
equal to the unemployment insurance 
tax. The balance sheets at the close of 
five of those six months would show 
no liability for the tax payable or ac- 
crued, and on the December 31st bal- 
ance sheet there would be a liability for 
the net amount payable for the quarter 
year beginning October Ist. The lia- 
bility would be payable in January. 


Yours very truly, 


J. B. C. Woops, Chairman 
Committee on State Taxation 


November 18, 1946 
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Cost Accounting — Principles and 
Practice, 
sy James L. Dohr and Howell A. 
Ingraham. Third Edition. New 
York, THreE RoNALD Press Com- 
pANY, 1946. 752 pages; $5. 


During the past ten years, and par- 
ticularly during the war period, de- 
mands have been made on manufactur- 
ing organizations, from both within and 
without, for more cost information and 
reliable financial facts. As cost account- 
ing has always been a fertile field for 
the selection of subjects for debates 
and discussions by groups of account- 
ants and business executives and a 
testing ground for new theories, cost 
accountants accepted the challenge. 
Progress has been made, unsound prin- 
ciples which cropped up have been 
dropped, and better methods of cost 
control are being developed. The au- 
thors realizing this have written a 
timely book, in the preface of which 
they state: “The purpose of this revi- 
sion of the text is to give consideration 
to the progress made in the last decade”’. 

James L. Dohr, Professor, and 
Howell A. Ingraham, Assistant Pro- 
fessor of Accounting at Columbia Uni- 
versity, through their years of teaching 
cost accounting, have acquired a good 
technique for writing a book on the 
subject. This is demonstrated in their 
Third Edition of Cost Accounting— 
Principles and Practice. They have not 
confined themselves to the theories ex- 
pounded in the classroom, but have ex- 
plained the application of sound prin- 
ciples in a practical way by showing 
their adaptation in various plant rec- 
ords and accounts. 

While the basic principles of cost 
accounting contained in the 1935 (pre- 
vious ) edition have been retained in the 
Third (new) edition, the authors have 
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done a real job of revision. This fact 
is evidenced by the rearranging of 
chapters and paragraphs and the add- 
ing of new ideas to the reading matter. 
In Part I—Basic cost accounting, as in 
Parts I and II of the previous edition, 
the reader, at the outset, is made famil- 
iar with the “nature, scope and pur- 
poses of cost accounting” and the re- 
ports and statements developed there- 
under. Then follows chapters which 
explain the accounts, controls, records 
and procedures required for the com- 
pilation of such reports and statements. 


Part I1I—Special Cost Problems in 
the Manufacturing Enterprise, which 
included chapters on standard costs 
and budgets, has been replaced by Part 
II—Special Cost Problems, and Part 
I1I—Administrative Control. Under 
Special Cost Problems is a chapter on 
Manufacturing Risks, the purpose of 
which “is to consider certain important 
risks taken by all manufacturers, i. e., 
the risks of failure to obtain a volume 
of business sufficient to keep the facili- 
ties employed”. In this connection, nor- 
mal and abnormal output are discussed, 
and their effects on costs—particularly 
with respect to fixed and variable 
costs. 

In part ITI, the authors demonstrate 
how administrative control is accom- 
plished through the use of standard 
costs and budgets. They state that 
“while the accountant does not control 
costs ‘directly, he does provide the data 
needed for cost control purposes by 
those who are responsible for incurring 
costs”. This point is well brought out 
by the introduction of new material on 
flexible budgets. After commenting on 
the limitations of fixed budgets, par- 
ticularly with reference to budgeting 
for factory service costs—a term used 
throughout the book for “the indirect 
(as to the product) factory costs’—, 
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the authors discuss fixed, variable and 
semi-variable service costs. This sub- 
ject is made clear by the display of a 
monthly departmental statement of a 
factory service budget which shows the 
effect on various expense accounts 
when the direct labor hours are above 
or below normal. 


Part IV of both editions includes 
chapters on the design and installation 
of cost systems, various cost systems 
in use, and the trend towards uniform 
accounting. The book contains num- 
erous forms, charts, statements and T- 
accounts—all arranged in orderly fash- 
ion throughout to aid the reader to un- 
derstand the text. 


Certain features of the previous edi- 
tion have been dropped, namely a sum- 
mary of paragraph headings under 
chapter titles in the contents, and very 
detailed series of references after each 
chapter. These, however, have been 
replaced by theory questions and gen- 
eral references after each chapter ; also, 
in the back of the book are 114 practical 
problems including a number selected 
from professional examinations. Both 
editions contain a glossary and an index. 

The book is recomended as one 
which can be read and earmarked for 
reference as a text book, containing the 
most recent developments and modern 
thinking on cost accounting. 


FRANK G. MARSHALL 


c/o J. K. Lasser & Co., 
New York, N. Y. 


Preparation of Company Annual 
Reports 


(Research Report Number Ten), by 
Ernest Dale, with the cooperation of 
the AMA advisory committee of 
business executives and accountants. 
AMERICAN MANAGEMENT ASSOCTA- 
TION, New York, N. Y., 1946. 104 
pages. Price to non-members $3.00; 
available on and after April 1, 1947. 


The American Management Associa- 
tion is to be congratulated for having 
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completed this study which is an at- 
tempt to present the best thinking on 
the subject of the annual report, as well 
as the best techniques of presenting its 
contents, in order to make them more 
illuminating, more understandable and 
more effective. 


All annual reports may be divided 
into two major parts: the narrative and 
the financial statements. Ih connection 
with the section dealing with the narra- 
tive, i.e., the means by which the com- 
pany presents to its various “publics” 
information for the purpose of inter- 
preting the past accomplishments of the 
firm as well as its plans for the future, 
the researcher reviewed the 1944 and 
the 1945 annual reports of companies 
listed on the New York Stock Ex- 
change, as well as many of the better 
reports of other prominent companies. 
In all, several hundreds of reports were 
examined. In addition, Mr. Dale 
studied a great many accountancy 
books, as well as hundreds of articles 
dealing with the subject of annual re- 
ports and statements. In the footnotes, 
acknowledgment is made of the more 
important references consulted. 


It should, of course, be noted that the 
part of the annual report which deals 
with the corporation’s financial state- 
ments—the audited balance sheet, the 
statements of income and surplus, and 
the supplementary schedules—is not 
considered in detail, for the reason that 
the author presupposes that their pres- 
entation will be in accordance with the 
best thinking and methodology of ac- 
countancy practice. He acknowledges 
that the accountants who are engaged 
in preparing these statements for inclu- 
sion in annual reports have a much 
wider experience with respect to the 
verification and presentation of account- 
ing data so that they know, almost in- 
stinctively, what the best methods are. 
And therefore the contents of this study 
deal, for the most part, with the presen- 
tation of the narrative part of the re- 
port. 

The first job in the preparation of 
any annual report is to determine the 
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more important “publics” of the firm 
and to ascertain their principal interests 
so that the report may be of use to as 
large a group as possible. In the case 
of a corporation, the principal group to 
which an annual report is directed is, 
of course, the stockholders. And, in 
this connection, the more important 
advantages of providing a good report 
are: (1) It provides sufficient informa- 
tion to the stockholders by which they 
can determine the value of their invest- 
ment, and whether or not it should be 
eontinued. (2) By a public disclosure 
of the results of operations it affords an 
effective check upon management by 
the absentee owners. (3) It is a dis- 
charge’ of an inherent and contractual 
right due to the stockholders. (4) It 
may help to create customers among 
the stockholders. (5) Informed and 
satisfied stockholders may provide a 
powerful element of public support for 
the company and its activities. 

The company’s past achievements 
and future prospects are obviously of 
paramount interest and importance to 
its cmtployees, whose livelihood depends 
upon corporate activities over which 
they have no control. An annual report 
to employees will result in making them 
feel more secure. Mr. Dale indicates 
that employees do not like a report 
especially prepared for them, for the 
reasons that it frequently arouses sus- 
picion that there is something withheld 
therefrom and it also engenders resent- 
ment by virtue of the inherent inference 
that they are less intelligent than the 
stockholders. An increasing number 
of companies are addressing their an- 
nual reports to both stockholders and 
employees at the same time. 

The corporation also owes a duty to 
its public-at-large, since there is a 
widely growing conception of the or- 
ganized business enterprise, especially 
the corporation, as a sort of quasi- 
public institution, or even as a social 
institution in which a large segment of 
the national economy has a stake. 

Once the necessity for good annual 
reports is accepted, the next task is to 
consider the problems of preparing 


(22 


them, among the first of which would 
be a tabulation of the criteria for good 
reporting. First on the list of these 
criteria, says Mr. Dale, is the necessity 
for completeness in corporate reporting. 
The report should furnish sufficient in- 
formation to answer adequately and 
accurately any important questions 
raised by stockholders, employees, and 
management. The reports should be 
issued frequently enough to furnish the 
stockholders with information that will 
be current and useful to them. It should 
report upon a period of operations 
which is most representative of that 
particular business. In other words the 
use of the natural business year in con- 
nection with accounting and reporting 
should be encouraged. The limitations 
upon reports should be borne in mind 
in connection with their preparation, 
including such items as the extent to 
which estimates and judgment cnter 
into the results, disclosures which may 
be of value to competitors, and the fact 
that the data disclosed in the annual 
report should not be interpreted as be- 
ing accurate to a degree greater than 
the approximate data therein cqntained. 

To prevent an annual report from 
being classified, as so many of them are, 
as “dry as dust”, the topics included 
must be of interest to the readers. They 
must be presented in a style which 1s 
easily readable and understood, and in 
such a manner as to divide the technical 
and non-technical items. 

Since accountancy is a highly tech- 
nical subject and since a considerable 
portion of the annual report involves 
the presentation of complex accounting 
statements, the researcher believes that 
it would be helpful if, in the report, an 
attempt were made to educate the 
reader as to the standards of account- 
ing and reporting, to draw his attention 
to the limitations of accounting, and to 
dispel some of the serious misconcep- 
tions which are based on a failure to 
understand these inherent limitations. 

The financial narrative, in contra- 
distinction to the conventional financial 
statements, may be of even greater im- 
portance than the latter. The researcher 
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indicates that “it can serve: (1) to 
amplify ; (2) to explain the nature and 
significance of changes in financial data 
and policy; (3) to draw attention to 
the bases of valuation, alternative ac- 
counting treatments, contingencies and 
unusual situations; (4) to describe the 
relationship of the various data to one 
another; (5) to discuss prospects; and 
(6) to indicate qualifications usually 
stated in footnote form. In short, it can 
touch on matter which cannot be ex- 
pressed as satisfactorily in the figures 
themselves. In all these ways, the 
narrative can throw additional light on 
the condition of the company.” 


The annual report, though a sum- 
mary itself, is likely to be quite lengthy 
and, consequently, Mr. Dale suggests 
that it would be a good thing to include 
a brief summarization, either in the 
form of the table of contents and/or a 
condensed presentation of significant 
statistical or other descriptive data. 
There next follow suggestions for the 
contents of the financial narrative with 
respect to the balance sheet, under the 
usual heading thereof. Mr. Dale notes 
that the? presentation of a simplified 
balance sheet will help, ofttimes, to 
clarify a complex presentation in tech- 
nical form. The income statement is 
also discussed from the viewpoint of 
the accompanying financial narrative, 
and the use of charts and graphs in 
connection therewith is given consider- 
ation. The researcher considers the use 
of a simplified income statement, in 
addition to the usual one, under three 
principal variations, namely— 

1. The functional (or multiple step) 
division, in which the various 
interim balances, such as gross 
profit, net operating income, etc., 


appear. 

2. The natural (or single step) divi- 
sion, which classifies the charges 
according to the nature of the 
services received by the public in 
return for its expenditures to th 
business. 
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3. The graphic presentation, which 
is self-explanatory. 


In connection with the financial nar- 
rative, the researcher suggests some 
aids that might be employed to advan- 
tage. For example, the use of com- 
parative statements, of a statement of 
sources and application of funds, of 
ratios, and of theory taking into ac- 
count the changing value of the dollar, 
are all given extended consideration 
and the inherent accounting problems 
are carefully presented and discusse: 


Next, the report considers the non- 
financial part of the narrative dealin 
with subjects not directly connected 
with financial statements, but which 
may be of general and very important 
interest to the readers and which may 
be of considerable help to them ir 
evaluating the financial statements. 
Thus, in connection with the company 
itself: its history, its present organiza- 
tion, the products it produces, the ma- 
terials and supplies employed in the 
manufacture of these products, th: 
markets and methods of marketing, the 
advertising policy, the research policy, 
the future outlook,—are all items which 
might be given consideration under th . 
heading in an annual report. 





With respect to the outside public, 
the non-financial narrative might pre- 
sent some of the principles under which 
the company does business, data re- 
garding the movement of product 
prices, perhaps in relation to the cost 
of living, etc., the benefits which the 
community derives from the business 
conducted by the company, and possibly 
some broader aspects of policy includ- 
ing relations with the government. 

The third group which is likely to 
use the report, namely, the employees, 
would be interested in having informa 
tion concerning the number of em- 
ployees, comparative data regarding 
their hours of work in the particular 
firm as well as in the industry, the 
firm’s personnel policy, provisions for 
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employee safety, data regarding the 
benefits available to employees (such as 
pension, insurance, medical care, etc.), 
and the status of company relations 
with their union. 

Lastly, it is noted that data regarding 
the management of the company as well 
as the officials operating it, and, also, 
general data regarding the stockholders, 
their number and distribution, are very 
often of great interest to readers of the 
report. 

In conclusion, the mechanical prob- 
lems of the preparation, printing and 
distribution of the report are given 
general consideration. 

Accountants would do well to give 
their careful attention to the contents 
of this important study which assembles 
and analyzes the best and most up-to- 
date thinking in connection with the 
preparation of annual reports, as dis- 
cerned and distilled from the large body 
of literature dealing with the subject 
and the rich, practical experience oi 
both accountants and management. 

E. S. 
Your Income Tax 

(new 1947 edition for preparing 1946 

tax returns), by J. K. Lasser. Simon 

AND ScHustTER, New York, N. Y., 

1946. 168 pages. $1.00. 


For the eleventh time, this up-to- 
the-minute tax guide makes its annual 
appearance. Even for professional ac- 
countants it is an almost indispensable 
tool which should be placed in the brief- 
case of every staff member for ready 
reference. 

The 1947 edition has been completely 
revised to include all 1946 decisions and 
rulings. The sequence of topics has 
been rearranged for more convenient 
use. Greater emphasis has been placed 
upon the sections dealing with capital 
gains, stock market transactions, and 
problems of the returning serviceman. 
The discussion of approved suggestions 
to reduce one’s taxes has been extended 
and amplified. Three completely filled 
in forms (W-2; 1040, using the table; 
and 1040, computing net income and 
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the tax) make an initial appearance. 
This is the best dollar’s worth of 

authoritative and genuinely helpful tax 

information on the market! 


=. &. 


They Builded Better Than They 
Knew, 


by Julius Henry Cohen. JuLtan 

MeEssne_er, Inc., New York, N. Y., 

1946. Pages: viii + 376. $3.75. 

Julius Henry Cohen should be well 
known to all practicing accountants by 
reason of his indefatigable efforts to 
establish satisfactory relations between 
the legal and accounting professions 
through the medium of the N. Y. State 
Conference of Lawyers and Certified 
Public Accountants. In 1942, he re- 
turned to private practice, after having 
served as General Counsel to The Port 
of New York Authority. 

This book, which presents a series 
of intimate portraits of persons with 
whom he had worked closely during the 
last fifty years, is at the same time both 
a biographical study cf the author's 
friends as well as his own autobiog- 
raphy. ‘ 

It begins with Mr. Cohen’s educa- 
tion for and initial experiences at the 
Bar. Early contacts with such leaders 
as Dr. Felix Adler, William Travers 
Jerome, Theodore Roosevelt and Alfred 
E. Smith are recounted by him. The 
interesting chapter on the “Rent Cases” 
(the emergency rent laws of 1920) 
should be read in the light of our 
present-day experience with the sub- 
ject. 

But by far the most important sec- 
tions of the book have to do with the 
personalities involved in the develop- 
ment and growth of collective bargain- 
ing in the women’s garment industry. 
and in that new and novel instru- 
mentality—-The Port of New York 
Authority—well known to all tax prac- 
titioners. 

The book will provide interesting, 
authoritative and entertaining reading 
matter. 

5.3. 
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To the Editor of The New York 

Certified Public Accountant: 

I read with interest the three articles 
on professional education published in 
the November, 1946, issue and agree 
wholeheartedly with the conclusions set 
forth by the authors. However, a point 
made by Mr. Webster seems to me 
worthy of further emphasis. He writes 
as follows: 

“Instead of a 50-50 apportionment be- 
tween liberal arts and technical subjects, I 
would have preferred 60-40 or even 75-25.” 
And then, after mentioning that New 

York State has a four year course at 
the Collegiate level as a prerequisite 
for the C.P.A. certificate, he states: 

“But when the courses are to be length- 
ened I hope that the change will be by the 
addition of at first one year, later two 
years, to the fundamentals, English, His- 
tory, Science, perhaps Languages.” 
These statements should be seriously 

considered by the profession. We have 
completed almost ten years under the 
educational prerequisite of a four year 
collegiate course, and this requirement 
has, by common consent, materially ele- 
vated our standing in the public eye. 
Why may we not now go forward and 
raise the educational prerequisite once 
more, bringing it to approximately the 
levels required for admission to the 
older professions of law and medicine? 

I feel confident that all of us agree 
with Mr. Webster in his conviction 
that the educational background of the 
C.P.A. will ultimately be broadened, 
but how many of us are agreed as to 
when this shall take place? Since it is 
inequitable to raise the standards of 
admission without giving several years 
notice to prospective candidates, it 
seems to me that we should now spon- 
sor legislation requiring an additional 
year, or two years of educational train- 
ing for admission into the public ac- 
counting profession. Such legislation 
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should, in my opinion, carry the pro- 
viso that it will not become effective 
until several years from the date on 
which it is passed. 

By so doing, we shall only be carry- 
ing on the work of the founders of the 
profession, by assuring that the level of 
achievement required for admission is 
raised in our time as it was in theirs. 

Very truly yours, 
Joun T. Murray 
November 11, 1946, 
New York, N. Y. 
To the Editor of The New York 

Certified Public Accountant: 

I believe that the New York State 
Society could take quite a step forward 
in advancing the prestige of the profes- 
sion by advocating that candidates for 
elective positions which require ac- 
counting qualifications should be 
graded by professional accounting so- 
cieties concerned. 

This would be similar to the proce- 
dure which has been adopted by. the 
various Bar associations in connection 
with candidates for the judiciary. 

I feel that consideration of such a 
plan for our profession would be a pub- 
lic service. 

Very truly yours, 
FREDERICK M. BRUELL 
November 15, 1946, 
New York, N. Y. 
To the Editor of The New York 

Certified Public Accountant: 

May I offer the following comments 
relative to the interesting article by 
Arthur W. Holmes in your November, 
1946, issue entitled, “The Auditor's 
Duty Regarding Fixed Assets and 
Capital Accounts on a First Audit of 
an Established Firm”. 

In discussing goodwill, Mr. Holmes 
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states that the amortization or non- 
amortization of goodwill is a matter of 
personal opinion. He further states, 
“Unless the goodwill has been lost or 
has permanently declined in value, it 
need not be amortized. If the desire 
is to amortize the account, the amorti- 
zation should be on an inflexible basis, 
with the offsetting charge being made 
to the earned surplus account.” 

In several recent registration state- 
ments covering the public issue of se- 
curities, The Securities and Exchange 
Commission has insisted that goodwill 
arising out of the issuance of capital 
stock for the acquisition of a going 
business, be written off over a period of 
20 years by direct charges to profit and 
loss. 

Accounting Research Bulletin No. 
24 issued by the Committee on Ac- 
counting Procedure of the American 
Institute of Accountants in December, 
1944, states, “The cost of Type B in- 
tangibles (goodwill) may be carried 
continuously unless and until it be- 
comes reasonably evident that the term 
of existence of such intangibles has be- 
come limited or that they have become 
worthless. In the former event the cost 
should be amortized by systematic 
charges in the income statement over 
the estimated remaining period of use- 
fulness or, if such charges would result 
in distortion of the income statement, 
a partial write-down may be made by a 
charge to earned surplus, and the bal- 
ance of the cost may be amortized over 
the remaining period of usefulness. If 
an investment in Type B intangibles 
(goodwill) is determined to have be- 
come worthless, the carrying value 
should be charged off either in the in- 
come statement or to earned’ surplus 
as, in the circumstances, may be appro- 
priate.” 

In discussing Reappraisal Surplus, 
Mr. Holmes states, “ the auditor 
must ascertain that depreciation ex- 
pense has been computed on the cost 
of the assets and that the reappraisal 
surplus account has been charged with 
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the amount of the depreciation on the 
appreciation, or that depreciation has 
been based on gross appraisal value 
and the reserve for depreciation cred- 
ited in full, in which case a transfer 
entry would be made transferring from 
reappraisal surplus to earned surplus 
an amount equal to the depreciation 
on the appreciation.” 

The Securities and Exchange Com- 
mission has several times indicated 
that depreciation upon the full ap- 
praised value of depreciable fixed as- 
sets must be charged to profit and loss 
and that the appraisal surplus account 
remain intact until the fixed assets are 
either fully depreciated or sold, at which 
time the appraisal surplus account is 
closed out to earned surplus. 

Accounting Research Bulletin No. 5 
issued by the American Institute in 
April 1940 states, “. . . when such ap- 
preciation has been entered in the 
books, income should be charged with 
depreciation computed on the new and 
higher values. This proposition is the 
most important part of the present 
statement and for it there seems to be 
general support. A corporation should 
not at the same time claim larger prop- 
erty values in its statement of assets, 
and provide for the amortization of 
only smaller property sums in its state- 
ment of income.” 

It seems to me that both The Securi- 
ties and Exchange Commission and 
the American Institute have done not- 
able work in codifying disputed mat- 
ters of accounting principle. It further 
would seem that, where both bodies 
are in agreement on a matter of ac- 
counting theory, it is certainly to the 
benefit of our profession to help bring 
about uniformity in the treatment otf 
these specific matters. I would, there- 
fore, suggest that these deviations in 
Mr. Holmes’ otherwise excellent ar- 
ticle be pointed out. 


Very truly yours, 
STEPHEN CHAN 


November 12, 1946, 
New York, N. Y. 
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